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PREFACE

This report is one in a series of reports that the U.S. International Trade Commission
(Commission) has prepared in response to a congressional request. On October 13, 1988, the
Commission received a joint request from the House Committee on Ways and Means and the
Senate Committee on Finance (presented as appendix A) for an investigation under section 332(g)
of the Tariff Act of 1930 (19 U.S.C. 1332(g)), to provide objective factual information on the
European Community’s (EC) single market initiative and a comprehensive analysis of its potential
economic consequences for the United States.

The committees requested that the Commission study focus particularly on the following
aspects of the EC’s 1992 program:

1. The anticipated changes in EC and member-state laws, regulations, policies, and practices
that may affect U.S. exports to the EC and U.S. investment and business operating
conditions in the EC;

2. The likely impact of such changes on major sectors of U.S. exports to the EC and on U.S.
investment and business operating conditions in the EC;

3. The trade effects on third countries, particularly the United States, of particular elements
of the EC’s efforts; and

4. The relationship and possible impact of the single-market exercise on the Uruguay Round
of GATT Multilateral Trade Negotiations.

The committees also stated in their letter that “Given the great diversity of topics which these
directives address, and the fact that the remaining directives will become available on a piecemeal
basis, the Commission should provide the requested information and analysis to the extent feasible
in an initial report by July 15, 1989, with followup reports as necessary to complete the
investigation as soon as possible thereafter.” In response to the request, the Commission instituted
investigation No. 332-267 on December 15, 1988. The report was issued in July 1989, and the
first, second, and third followup reports were issued in March 1990, September 1990, and March
1991, respectively.

Followup reports have essentially followed the format of the initial report, and have included
summaries of the developments addressed in previous reports as well as discussions of
developments during the period under reviéw, as appropriate. In addition, the first followup report
contained expanded coverage of the social dimension of integration, local-content requirements,
rules of origin, and directive implementation by member states. Subsequent reports have
continued to address both the social dimension and member-state implementation. The second
followup report contained special chapters on research and development and three industry
sectors—automobiles, chemicals and pharmaceuticals, and telecommunications. The third
followup report included a special discussion of the effects of the EC 1992 program on the U.S.
value-added telecommunication and information services industry. This report is the fourth
followup report and covers developments during 1991.

Copies of the notice of the fourth followup report were posted at the Office of the Secretary,
U.S. International Trade Commission, Washington, DC. The notice was published in the Federal
Register (56 F.R. 24411) and is included in appendix B of this report, along with the original
Federal Register notice and previous followup report notices.
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EXECUTIVE SUMMARY _,

The European Community (EC), as it is known today, was created by the merging of three
original communities: the European Coal and Steel Community (ECSC), the European Economic
Community (EEC), and the European Atomic Energy Community (Euratom). The Treaty
Establishing a Single Council and a Single Commission of the European Communities was signed
in 1965, effectively completing the formation of the EC.

Initially, the EC established itself as a customs union, eliminating internal customs duties and
establishing common external duties as of July 1, 1968. However, internal trade continued to
encounter numerous nontariff obstacles. Some of these barriers predate the formation of the EC,
and others have arisen as EC countries have attempted to insulate particular industries or products
after intemnal duties were eliminated. These protective measures and the costs associated with
them contributed to “Eurosclerosis,” or economic stagnation, and affected the global
competitivéness of EC nations. '

A recognition of these costs and the desire to create a truly integrated internal market in the EC
were at least partially responsible for the White Paper, which launched the 1992 program. Issued
by the EC Commission in June 1985, the White Paper contained broad goals for the integration
program and set a date of December 31, 1992, for the complete elimination of physical, fiscal, and
technical barriers to trade among the member states. Dismantlement of these barriers was to be
accomplished through the issuance of approximately 282 directives.

This report, which covers 1991, is the fourth update in a series of USITC reports that has
monitored the issuance of these directives and assessed their impact on U.S. trade and investment.
Each report addresses three major areas: (1) a background on and description of the operation of
the 1992 program and a review of U.S. trade patterns with the EC; (2) information on and an
analysis of the possible effect on the United States of directives issued or proposed during the
period covered; and (3) an analysis of the implications of the 1992 program for the Uruguay Round
and other member-state obligations and commitments to which both the EC and the United States
are parties. A summary of the developments discussed in previous reports introduces each chapter,
as appropriate. In addition, this report highlights several key developments in 1991,

First, as the EC Council nears adoption of almost all of the 1992 directives, member-state
implementation of these measures has become an increasingly important issue. The degree to
which member states comply with the intent of the EC directives is embodied in their national
implementing legislation and in the administration of these laws. Furthermore, certain member
states are not implementing the directives in a timely manner. This report includes for the first
time a chapter covering implementation exclusively. In addition, three case studies provide
illustrations of the member-state implementation process. o

Also, the year 1991 marked significant progress towards the establishment of an economic and
monetary union (EMU). In December 1991, at the semiannual summit of EC heads of state in
Maastricht, the Netherlands, EC leaders initialed the Treaty of European Union. This document
outlined the steps necessary to achieve EMU as well as political union. Chapter 4 describes the
three-stage process aimed at achieving more binding economic and monetary ties under EMU by
the end of the decade and analyzes the implications for the United States,

Finally, efforts to “deepen” the EC, as embodied in the Treaty of European Union, were
matched by efforts to “widen” or enlarge the EC. Many third countries have pursued closer ties
with the EC. Indeed, in October 1991 the EC and the European Free Trade Association (EFTA)
agreed to form a European Economic Area (EEA). If ratified, most of the EC 1992 measures
would eventually apply to the 7 EFTA member countries as well as to the 12 EC member states.
The chapters in part 2 of this report note those internal market directives that will eventually apply
to the EFTA under the EEA. In addition, the introductory chapter places the EC 1992 program in
the context of the EC’s broader agenda, which expands the notion of EC 1992 both geographically
and conceptually. ’

The highlights of the report are summarized below.
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Introducﬁon, Background, and Special Topics

~ Introduction to the EC 1992 Program

With less than 1 year to meet the December 31, 1992, deadline for completion of the EC’s
internal market, the EC still has much to accomplish. As of April 14, 1992, the EC Council had
adopted 225 of the 282 measures that form the Internal Market Program as set out in the 1985
White Paper and its updates. As of December 1991, all member states had fully transposed, or
incorporated into national law 56 of the 136 single-market directives for which the implementation
deadline has passed.

During 1991, expansion of the concept of EC 1992 was increasingly evident. On the one hand,
efforts to extend EC integration to a wider geographic arca were addressed in the EC-EFTA
agreement to form an EEA. In addition, many non-EC countries—such as some of those in the
EFTA and in Central and Eastern Europe—pursued Community membership to take full advantage
of the economic benefits of the single market. On the other hand, the Treaty of European Union
approved by EC leaders at the Maastricht summit expanded the concept of EC 1992 from merely
economic integration to political, social, and deeper economic and institutional ties. The treaty
commits the 12 member states to both EMU and political union. Political union envisions
common foreign and defense policies, as well as institutional reform, among other things.

The EC is an important market for U.S. firms. In 1991, the EC remained the United States’
largest trading partner, accounting for roughly 21 percent of total U.S. trade. More than 24 percent
of total U.S. exports headed to the EC in 1991, ranking the Community number one as a
destination for U.S. exports. Furthermore, the U.S. trade balance with the EC improved
dramatically; the United States registered a bilateral surplus of $12.5 billion in 1991, compared
with a surplus of $2.3 billion in 1990 and a deficit of $1.5 billion in 1989.

Total foreign direct investment in the EC during 1990 overtook total foreign direct investment
in the United States for the first time since the end of the 1970s. Among other things, this change
reflects both the slowdown in the U.S. economy, which has reduced its attractiveness to external
investors, and the 1992 single-market program, which has increased the attractiveness of the EC
market. As a share of total U.S. direct foreign investment, U.S. direct investment in the EC
climbed from 38 percent in 1986 to 41 percent in 1990, or from $99.6 billion to $172.9 billion.

Review of Customs Union Theory and Research on the 1992 Program

Customs union theory predicts that the EC 1992 program will expand trade within the EC.
However, theory alone cannot predict whether trade with nonmember countries will increase or
decrease. The reduction of internal trade barriers under the 1992 integration program will create

trade among EC member countries at the expense of less efficient domestic producers. In addition, =

internal trade liberalization will tend to increase trade among EC countries at the expense of
existing trade with more efficient producers in the United States and other nonmember countries.
However, producers in nonmember countries are likely to benefit if the EC 1992 program boosts
growth in the EC. -

Recent research on .the EC 1992 program contends that the external effects of the program
depend significantly on the magnitude of the so-called growth bonus associated with the single
market and on the future course of the EC’s trade and financial policies regarding the rest of the
world. It is also argued that the EC Commission’s estimate of traditional gains from trade due to
the 1992 program falls short of the actual gains because the EC Commission did not take into
account the effect that barriers in markets for factors of production (e.g. labor and capital markets)
have on multinational corporations and trade within firms. In addition, research suggests that the
removal of barriers within the EC, along with any growth, will directly benefit U.S. firms with a
presence in Europe.

Implementation

Most of the legal measures that make up the 1992 integration program are directives that are
binding on each member state as to the result to be achieved but leave the method of compliance
up to the member state. Therefore, an important part of the 1992 program is the implementation
by EC member states of directives issued by the EC Commission and Council.
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The EC Commission, charged with monitoring the progress of implementation, has repeatedly
wamed that many member states are slow to implement directives. Implementation rates vary
among member states, with Denmark being the most successful at promptly transposing directives
into national law and Italy generally the least successful. The EC Commission has sought to
improve implementation by accelerating legal proceedings against recalcitrant member states and
educating member-state governments and citizens about the need for implementation.

The recently signed EEA Agreement significantly expands the scope of implementation under
the 1992 integration program, because the seven EFTA countries have undertaken to transpose into
their national laws the majority of the directives that make up that program.

This report examines in detail the member-state implementation process of three directives or
classes of directives: the Broadcasting Directive; the so-called “new approach” standards
directives; and the Supplies, Works, and Remedies Directives in the area of public procurement.
Differences in member-state interpretation have emerged. For example, the Broadcasting
Directive—one of the EC directives that has received the most attention in the United
States—seeks to have member states ensure that their television broadcasting contains a minimum
content of programming made in the EC. Germany, stressing that the minimum-content provision
is voluntary, has not fully implemented that provision. France has imposed minimum-content
requirements with respect to both EC and French works. The other member states have
implemented the directive using a wide range of definitions of minimum content. Also, with
respect to the Supplies and Works Directives, most member states have transposed them into
national laws, but the EC Commission has indicated that only one member state has done so
correctly. On the other hand, in standards, delays in implementation have resulted from the
lengthy and overtaxed process of developing standards in the regional standards-making bodies,
rather than from the actual member-state transposition process itself.

Economic and Monetary Union

During 1991, the EC moved closer to its goal of EMU. Among other things, full EMU will
result in the creation of a single currency and an EC central bank and greater coordination of
national economic policies. The EC has established a three-stage process to achieve EMU.

Stage I of EMU, which began on July 1, 1990, required members to dismantle all controls on
capital movements and to strengthen economic and monetary policy coordination. More difficult
to achieve will be the final two stages toward monetary union. As determined at the Maastricht
summit in December 1991, stage II will begin on January 1, 1994, with the establishment of the
European Monetary Institute (EMI), which will manage the national currency reserves that EC
central banks will transfer. By December 31, 1996, the EC Council will consider reports on the
progress towards EMU from the EMI, the EC Commission, and the European Parliament. The
_ Council will then determine the eligibility of the member states to join the common currency on
= the basis of convergence criteria agreed to at Maastricht. If a majority of member states meet the
criteria, those countries could begin stage I1I of full EMU as early as 1997. Otherwise, only those
countries meeting the standards would adopt the new currency in 1999, with the others following
at a later date. As of now only France, Denmark, and Luxembourg meet the convergence criteria.

The EC Commission expects that an EMU would stimulate foreign direct investment in the
EC, would promote trade within the EC, would enhance the integration of European energy and
transportation markets through increased incentives for cross-country investment, and could boost
long-term growth within the Community. However, the transitional problems already evident
suggest that the drive to EMU may not necessarily be either smooth or on schedule.

Little research has been done on the effects of EMU on U.S. interests. However, EMU is
likely to lead to the following effects relevant to the United States:

1. Reduced use of the dollar as a vehicle for trade invoicing and asset holding in third
markets in favor of the ECU;

2. Because of this change, increased transaction costs and exchange-rate risk for U.S. firms
engaged in international trade outside of Europe, but reduced transaction costs and
exchange-rate risk for U.S. subsidiaries operating in Europe, with somewhat ambiguous
effects on U.S. exporters to the EC;
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3. A small appreciation of the ECU, implying a small depreciation of the dollar against
major trading partners, including the EC; -

4. Some reduction of U.S. leverage in international economic policy negotiations and
coordination in favor of the EC; and

5. Greater likelihood of economic policy coordination among the major industrialized
economies.

The effects of EMU on U.S. international policy operations are difficult to judge. On the one
hand, increasing use of the ECU in world markets at the expense of the dollar may, over time,
imply some loss of prestige and leverage in international negotiations for the United States. On the
other hand, reducing the number of major players in the world economic and political system by
replacing the separate interests of the 12 EC member states with a unified voice is likely to lead to
a greater ability to coordinate international policy.

Anticipated Changes in the EC And Potential Effects
on the United States

Standards, Testing, and Certification

Efforts to harmonize product standards and testing and certification procedures continued
throughout 1991 as the EC prepared for the 1992 deadline. The EC took steps to improve the
coordination of European regional and international standards development work and examined
ways to speed the drafting of European standards. The Community also made progress in defining
product conformance procedures, building an institutional basis for internal cooperation on testing
and certification matters, clarifying the meaning and use of the CE mark of conformity, and
refining its thinking on the circumstances in which it would permit bodies located outside the EC
to conduct certain tests and approvals. The EC was less successful at achieving implementation of
standards directives, primarily because of a backlog in the standards development process. By
yearend, this had emerged as a significant concern both within and outside the EC.

The progress made in EC acceptance of intemational standards and in U.S.-EC cooperation to
strengthen the international standards system should quicken the EC standards-setting process and
provide greater opportunities for participation by U.S. interests. The United States also made
progress towards EC acceptance of U.S. tests and certificates. Although few final arrangements
were reached, the United States and the EC clarified the possibilities and requirements for
recognizing U.S. facilities as “notified bodies” through mutual recognition agreements (MRAs)
and for permitting EC notified bodies to subcontract testing to U.S. facilities. Taken together,

~ these developments should offer new and expanded opportunities for the United States to shape the

outcome of the EC harmonization process and alleviate U.S. business concems about
testing-related barriers in the post-1992 market. On the other hand, implementation delays caused
uncertainty among U.S. exporters and deferred anticipated gains from the removal of technical
barriers among the EC member states.

Progress was also made in specific sectors, such as agriculture, processed foods, chemicals,
pharmaceuticals, auto and auto parts, machinery, construction products, medical equipment, and
telecommunications equipment and services. In the agricultural sector, the EC agreed to permit
continued imports of U.S. softwood lumber that has not undergone prescribed procedures for
killing harmful organisms until yearend 1992. However, the EC continues to block imports of
meat from the United States because of sanitary and hormone-related concerns. Similarly,
although the United States is concemed over the proposed data protection directive, other
teleccommunications-related directives are expected to liberalize the EC market for
telecommunications equipment and services. In addition, the EC has moved to encourage
environmentally responsible behavior by proposing new rules to limit packaging waste and to
identify “environmentally-friendly” products and production facilities.
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Public Procurement

All public contracts in the EC should soon be subject to procurement rules designed to remove
longstanding barriers at the member-state level by increasing transparency and introducing
nondiscrimination in all phases of public purchising. Three directives have already entered into
effect in most member states: Supplies, Works, and Remedies, which covers appeals procedures
against discrimination in the award of public contracts. The Utilities Directive, which covers
public purchases in the four so-called excluded sectors of waler, energy, transport, and
telecommunications, was adopted in 1990 and is scheduled to enter into effect in most member
states in 1993. Since 1990, the EC’s legislative process has addressed the final elements in the
1992 procurement program: the EC Council reached a common position on a directive covering
public purchases of services, and the EC Commission proposed an amendment to the Utilities
Directive that would extend its coverage to services contracts. In addition, the EC Council adopted
a directive covering appeals procedures in the excluded sectors,

Both directives addressing services categorize services into priority and residual services.
Priority services will be subject to all of the rules in the directives, whereas residual services will
only be subject to some standards and transparency provisions. The EC Commission intends to
determine in about 3 years whether residual services should be subject to the full directives or
should be exempted from the procurement rules altogether.

The services provisions in the Utilities Directive currently provide a mechanism for the EC
Commission to restrict third-country access to the EC market should the EC Commission
determine that the third country does not provide equivalent market access. On the other hand, the
current version of the Public Services Directive does not contain any provisions addressing third
countries. The lack of such provisions has been interpreted to mean that member states can
continue to treat third-country bids the way they always have, including in a discriminatory
manner.

Nevertheless, opportunities for U.S. companies to sell services to EC public authorities should
increase as a result of the two services directives as well as a trend by EC member-state
governments to increasingly contract out services. U.S. firms based in the EC would benefit most,
since local presence is often a determining factor in winning service contracts.

The Internal Energy Market

During 1991, the EC completed the first major phase of its plan to create a single internal
energy market by adopting the Natural Gas Transit Directive. Both natural gas and electricity are
now able to cross national boundaries under transparent pricing schemes. The Community also

began to debate the EC Commission proposal to further liberalize the energy market by limiting -

monopoly rights and providing third-party access (TPA) to natural gas and electricity networks.

This proposed liberalization has engendered considerable controversy in the EC. Proponents” -

expect TPA to decrease energy prices and thus improve the competitiveness of EC industry.
Opponents caution that the revised structure may destabilize energy contracts, threatening the
security of supply and ultimately raising energy prices. If the proponents of TPA are successful,
the package of liberalization directives will be implemented by early 1993.

The reaction of U.S. industry has been mixed. Energy-intensive companies with EC
subsidiaries—such as the fertilizer, glass, and chemical industries—generally support TPA in the
hope that it may lower energy costs and improve purchasing flexibility. U.S. exporters of power
plant equipment may also realize benefits as the EC energy sector expands to include new
producers and suppliers with equipment needs and as the requirements of liberalization promote
investment in more efficient equipment. However, U.S. energy producers and suppliers tend to be
concerned about the possible negative effects of TPA on long-term energy supply and investment

in Europe.

Financial Sector

Western European financial markets are undergoing momentous change. EMU will eventually
fully integrate member-state monetary policies and currencies. Moreover, if the EEA agreement of
October 1991 is implemented, 7 EFTA nations will join the 12 EC member states in this liberalized
financial marketplace, serving a total population of some 380 million.
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However, even without the impetus of EMU or the EEA, it is clear that the EC 1992 financial
services directives already promulgated by the EC Council portend a significant transformation of
European financial markets. For the first time, banks, securities houses, and insurance firms will
be permitted to operate on an EC-wide basis, and will need only one license from the appropriate
regulators in their home EC member country to do so.

Banking directives to achieve these ends are largely in place and are scheduled to take effect
throughout the Community on January 1, 1993. In the insurance sector, marked progress was
made during the past year; the EC Commission proposed the Third Life Insurance Directive in
April 1991 and the EC Council reached a common position on the Third Nonlife Insurance
Directive in February 1992. However, the EC Commission lost two potentially significant cases
before the European Court of Justice dealing with the taxation rights of EC member states in
regard to life insurance and pensions. These decisions could adversely affect the intra-EC
liberalization process in life insurance. In the securities sector, disagreement continues on an
important directive permitting EC-wide operations with one licence. The relatively slow progress
of trade liberalization in the insurance and securities sectors compared with the banking sector
could grant some temporary commercial advantages to EC member states that permit universal
banking systems, which may offer both insurance and securities services.

The EC 1992 program for financial services has raised interest and concern in the United
States. EC capital markets and financial firms are likely to become relatively more competitive
and efficient. Liberalized and open financial and capital markets in the EC should create business
opportunities for U.S.-based financial services firms operating in the EC market. However,
application of the reciprocity provisions in the EC financial services directives may have the effect
of restricting future market access of U.S. firms. Nonetheless, the EC 1992 program has already
been a factor in the pronounced increase of mergers and acquisitions activity throughout the
European financial sector.  Financial institutions are growing both larger and more
pan-European—a trend that will affect their global competitiveness. All of these developments
could prompt consideration of whether reform of the U.S. financial regulatory system is
appropriate in order to enhance U.S. global competitiveness.

Customs Controls

The EC Commission’s objective of abolishing internal frontier checkpoints, thereby permitting
the free movement of goods and people among the member states, has been a fundamental aspect
of the integration program. Because customs officers collect duties, statistics, and taxes and
‘enforce regulatory measures of other government entities, agreed altemnatives to border formalities
have had to be developed that permit adequate achievement of noncustoms responsibilities and
protect member-state fiscal and security interests. Regulations to eliminate voluminous
documentary requirements, to standardize customs procedures, and to provide mechanisms for

issuing consistent tariff classification rulings have been adopted or, in some cases (e.g., taxation™

and standards), await completion of related work. These regulations have been drafted with a view
toward controlling goods and people crossing external frontiers of the EC while facilitating free
circulation internally. Although the majority of Community measures in the customs area are
issued as regulations and are thus directly applicable in the member states, EC institutions are still
called upon to resolve member-state interpretative disputes and questions.

The elimination of internal border controls will benefit firms and individuals within and
outside of the EC by reducing delays and costs. However, the U.S. Government will need to
decide whether to treat the EC as one country for customs/tariff purposes or to continue present
practices.

The shift to controlling movement at external frontiers has also prompted new attention to
issues pertaining to individuals who wish to travel to, work in, or reside in member states other
than their own. National legal regimes on immigration, asylum, arms control, drug trafficking, and
anticrime efforts are beginning to be harmonized to take into account the realities of free
circulation. Aspects of this work have posed policy and coordination problems, and some member
states continue to express concems about relinquishing sovereignty and hampering enforcement.
Along with free movement of people is the related issue of freedom to work at one’s trade or
profession, involving first the mutual recognition of qualifications and later the harmonization of
curricula and training requirements. Progress in this area has been slow and uneven, with several
professional and vocational fields still not covered by Community measures (especially with
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respect to those areas of work covered by shorter training programs). In the member states,
implementation is far from complete. Moreover, a large volume of complaints and litigation about
discrimination and similar problems continues. Once these matters are resolved, these measures
wifl chiefly benefit EC nationals, along with the small number of foreign holders of EC
credentials. C :

Transport

The two major objectives of EC transportation initiatives are (1) to create a unified transport
market among the EC member states and (2) to decrease economic regulation of transportation
services. Actions that the EC had previously taken to implement the first objective include
simplifying border-control measures pertaining to road transport and harmonizing technical and
safety standards pertaining to air transport and trucking. With respect to the second objective, the
EC#had previously limited the power of individual member states to veto intra-EC passenger air
fares, restricted the scope of capacity-sharing arrangements in passenger air transportation,
permitted EC-based carriers greater flexibility in offering air cargo services between different EC
member states, and increased the maximum number of authorizations each member state could
grant to its trucking companies for Community transport.

During 1991, the EC Commission proposed a “third liberalization package” in air transport.
This package of proposals would restrict member states’ ability to disapprove new passenger fares
proposed by carriers for air transportation within the EC. Tt would also accord to EC-based
carriers, with some exceptions, full and free access to intra-Community air routes. In a separate
initiative, the EC Commission also introduced a proposal to establish uniform standards for the
licensing of air carriers within the EC.

The carrier-licensing initiative may affect U.S. industry. Industry officials believe that this
proposal, by indicating that a carrier with up to 49 percent non-EC ownership could still be
licensed as an EC-based “Community carrier,” could allow greater U.S. investment in EC airlines
than is permitted under current law. More generally, creation of a unified EC air-transport market
is likely to have long-range effects on the manner in which the U.S. Government obtains traffic
rights for U.S. airlines between the United States and points within the EC. Indeed, in 1991 the
U.S. Government engaged in preliminary discussions with officials of the EC Commission’s
Transport Directorate exploring the possibility of an agreement to liberalize air cargo operations
between the United States and the EC.

Major 1991 initiatives in the surface-transport sector included a proposal by the EC
Commission to eliminate quantitative restrictions and permit cabotage (intra-EC) operations in
road transport and a regulation by the EC Council permitting cabotage in inland waterway
transport. None of the 1991 surface-transport initiatives addressed third-country issues.

Competition Policy and Company Law

The most significant development in the area of competition law has been the success with
which the EC Commission has implemented the Merger Regulation. Over 70 mergers have been
notified to the Directorate General responsible for competition, and the merger authorities have
met the stringent deadlines for reviewing those mergers in every case. The EC Commission has
rejected only one proposed merger, the purchase of a Canadian subsidiary of a U.S. company by a
French and Italian consortium. The rejection was based on competition criteria rather than on
industrial policy grounds. The transnational nature of merger policy apparent in the rejected, and
other, mergers was the catalyst for a 1991 agreement between the United States and the European
Community concerning the enforcement of competition laws, as well as the inclusion of
competition policy in the EEA Agreement.

By contrast, the EC Commission’s efforts to harmonize laws governing the creation and
governance of companies have shown little progress. There appears to be little momentum behind
most of the proposed company law directives, with the possible exception of the Regulation and
Directive establishing a European Company.



Taxation

During 1991 and early 1992, further progress was made with-respect to harmonization of
value-added taxes (VAT) and excise duties and liberalization of travelers’ allowances, but little
progress was made on the two company taxation directives proposed in 1990 or the proposed
directive on taxation of savings interest. Tax measures will likely benefit firms, including
U.S.-based firms, that operate or plan to operate in more than one EC member state.

In June 1991, political agreement was reached on VAT rates, and in December 1991, the
Economic and Financial Council of Ministers (ECOFIN) formally adopted a directive providing
for an interim VAT system. In January 1992, a regulation was adopted providing for cooperation
between member-state tax authorities on VAT to avoid possible tax evasion.

Political agreement was reached on most excise duty rates in June, and agreement was reached
on the remaining rates in the fall. In December, political agreement was reached by ECOFEIN with
respect to a directive on a system of excise duties, and the directive was formally adopted at the
February 1992 Council meeting.

Travelers’ allowances were liberalized effective J uly 1, 1991, but with derogations for
Denmark and Ireland through yearend 1991. In December, these derogations were modified to
further liberalize the restrictions on personal travellers and were extended through yearend 1992.

Residual Quantitative Restrictions

The EC Commission intends to eliminate residual national quantitative restrictions (QRs) by
the end of 1992. With the exception of automobiles, the EC Commission has not yet identified
those sectors currently with member-state QRs that would be subject to an EC-wide quota.

In July 1991, the EC and Japan reached an agreement that will eliminate member-state
restrictions on imports of Japanese vehicles by December 31, 1992. In return, Japan will limit its
automobile exports to the EC to 1.23 million vehicles annually during a 7-year transition period.
During this transition period, imports of Japanese vehicles in those five member states that
currently impose auto QRs—France, Italy, Spain, Portugal, and the United Kingdom—will be
permitted to rise to set amounts under a system of subquotas. Differing interpretations remain
between the EC and Japan regarding the issue of whether production from Japanese transplants in
the Community are included under the overall ceiling on Japanese imports.

Although there are currently no official local-content requirements on automobiles in the EC,
if they were instituted, Japanese-owned automakers in the United States could face barriers in
exporting to the EC. Also, U.S. producers could be affected, since their vehicles contain Japanese
parts and many U.S. firms have production arrangements with Japanese companies.

With regard to other ongoing actions, the EC Commission is drawing up guidelines on import
arrangements for bananas, which are currently subject to national QRs. Also, in December 1991,
the EC signed association agreements with Czechoslovakia, Hungary, and Poland. These
agreements will facilitate trade and economic cooperation between the three countries and the EC
and will provide specific timetables for the elimination of quantitative restrictions.

Intellectual Property

The EC is establishing Community-wide regimes or partial harmonizations of national laws on
intellectual property as part of the EC 1992 program. In 1991, the most important development in
this area was the EC Council’s adoption of a directive on the protection of computer software.
Also notable was the EC Council’s agreement on a common position with respect to the proposed
regulation on the supplementary protection certificate for medicinal products.

Other important developments included the EC Commission’s proposal for a directive on
copyright and neighboring rights applicable to satellite broadcasting and cable retransmission and
the EC Council’s rejection of the EC Commission’s proposed decision that would require
member-state adherence to the Berne and Rome Conventions on copyright and neighboring rights.
The EC Commission also issued a Green Paper on industrial designs.



At least some progress is being made with respect to other pending intellectual property
initiatives, including the proposed Community Patent Convention. Further initiatives, particularly
in the copyright area, are anticipated, since by early 1992 the EC Commission had proposed new

directives on the protection of data bases and on copyright term.
In general, EC actions are expected to strengthen the protection of intellectual property in the

Community and thus benefit U.S. trade and investment.
The Social Dimension

The “social dimension” of EC 1992 refers to the efforts to harmonize different EC

member-state policies on labor markets, industrial relations systems, occupational safety and health

regulations, social welfare, and social security systems.
During 1991, the EC Commission continued to draft the proposals called for in the Social
Charter action program. The EC Commission has completed drafting most of the 47 measures
outlined in the action program. Generally, adoption of the less controversial directives, such as
those confined strictly to worker safety and health matters, is proceeding without incident. Many
of the other social dimension measures, however, are stalled at the Council level, in large part due
to the United Kingdom’s opposition. At the Maastricht summit, the Council attempted to alleviate
this situation by adopting a social protocol binding only on the other 11 member states. However,
the legality of this protocol has been questioned by the EC Commission.
U.S. industry representatives have continued to monitor the proposals for EC directives
addressing labor relations. These representatives have been particularly concerned about any
extraterritorial effects that such directives could have on U.S. firms. The EC Commission recently
sed an amendment to its Collective Redundancies (layoffs and reductions in force) Directive,
which would subject certain redundancies decisions made at a company’s headquarters to worker

consultation and negotiation. This proposed amendment would apply to certain decisions made at
the U.S. headquarters of EC subsidiaries, and therefore could have the type of extraterritorial

effects opposed by U.S. industry.

EC Integration and Commitments in the
Uruguay Round and OECD
The United States and other countries have been concerned that the EC 1992 program could

precipitate a “turning inward” of Europe that would result in increased protectionism or

discrimination against non-EC exports. The EC has sought “reciprocal” treatment for areas such

as government procurement and standards testing, whereas the United States has supported dealing

with such issues in the multilateral forum of the Uruguay Round held under the auspices of the

GATT. According to the United States, such a multilateral venue would ensure as broad a
consideration as possible for issues encompassing national treatment, transparency, local-content

X1

With similar goals of economic liberalization, the EC 1992 program and the Uruguay Round

rules, and quantitative restrictions.
may overlap in a number of areas, but the final effect of one upon the other will not be known until
each is wholly adopted and implemented. Nonetheless, parallels between certain policy positions
of the EC at the Community level and at the GATT can be identified. In the field of public
procurement, the EC is pressing for changes in the GATT Government Procurement Code that the
EC has already included within the sphere of its Community-level legislation. In standards, the EC
is seeking to extend the scope of the GATT Standards Code beyond central government obligations
to cover “subcentral” governments in regions and States as provided for already in
For intellectual

Community-level rules, as well as to cover private-sector standards bodies.
property, the EC secks to set up common rules for protection and enforcement of intellectual

property rights as shown at both the Community level and in the GATT forum.
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CHAPTER 1
INTRODUCTION TO THE
EC 1992 PROGRAM

The European Community has embarked on an-

ambitious program designed to stimulate growth and
international  competitiveness  through  further
integration of the EC internal market. This integration
program is scheduled to be completed by yearend
1992,

Developments Covered in the
Previous Reports

Background

The EC’s plan to create a single internal market
was envisaged over 30 years ago in the EC’s charter,
the Treaty of Rome. The Treaty of Rome established a
customs union and required member states to eliminate
intra-Community quantitative restrictions and all
measures having an equivalent effect. However,
stagnating growth, high unemployment, and increased
import competition raised domestic pressures for
protectionist measures and reduced the momentum
toward further integration among the member states.
Not until the early 1980s did “Eurosclerosis,” reduced
European competitiveness, and  the increasing
ineffectiveness of the EC institutions prompt
member-state governments to seek greater mutual
cooperation.

In June 1985, the EC Commission issued a White
Paper report entitled “Completing the Internal Market”
that outlined a detailed plan for the removal of all
obstacles to the free movement of goods, people,

services, and capital by December 31, 1992. As of -

yearend 1990, the EC Commission had transmitted to
the EC Council proposals covering all of the 282
measures listed in the White Paper and its updates.
Also, by the first quarter of 1991, the-EC Council had
formally adopted 186, or 66 percent, of these measures.

Progress on the EC single-market program and the
development of relations with third countries have

become inextricably linked. The rapid changes in -

Eastern and Central Europe and German reunification
have encouraged efforts to “deepen” the EC 1992
process by intensifying cooperation among the existing
12 EC member states in all spheres—political, social,
monetary, and defense, as well as economic. In
December 1990, two intergovernmental conferences
convened to work toward economic and monetary
union (EMU) and political union, respectively.

Alongside the efforts to deepen the EC have been
pressures to widen or enlarge the Community. Some
non-EC European nations are seeking membership in
the EC in order to take full advantage of the benefits of
the internal market. Members of the seven-nation
European Free Trade Association (EFTA) as well as
countries in Central and Eastern Europe and the former

U.S.S.R. have made known their desire to become EC
members. Furthermore,-on. June 20, 1990, concerned
that the internal market program could adversely affect
their special relationship with the EC, the seven EFTA
nations launched formal negotiations with the EC to
create a European Economic Area (EEA) and realize
the free movement of goods, services, people, and .
capital between the two blocs.

Trade band Investment

~In order to promote U.S.-EC trade and investment
and to allow concerns to be expressed on commercial
and business activity in the EC, two new trade
organizations were established in August 1990. A
number of major U.S. and EC multinational firms
formed the European Community Chamber of
Commerce in the United States (ECCC). Offices of the
organization are located in Washington, DC, and in
Brussels. The second organization, known as the
European-American Chamber of Commerce (EACC),
was formed as a consolidation of 11 bilateral EC
Chambers of Commerce.

Developments During 1991

Introduction

With less than 1 year to meet the December 31,
1992, deadline for completion of the EC’s internal
market, the EC still has much to accomplish. As of
April 14, 1992, the EC Council had adopted 225 of the
282 measures that form the internal market Program as
set out in the White Paper and its updates.! Roughly
20 percent of the measures remain to be adopted.
Those measures still pending are among the most
contentious ones, including harmonization of company
law, removal of tax barriers, free movement of labor,
and elimination of border controls.2

In addition, implementation of EC directives by the
member states remains a major stumbling block to
completing the internal market program on time.
When the White Paper was initially issued in 1985,
attention was focused on the EC Council and its efforts
to adopt the 282 single-market measures that constitute
the EC 1992 integration program. As more and more
measures have been adopted, however, attention has
shifted to the 12 member states and their progress in
incorporating or “transposing” EC directives into
national law. National implementation and proper
compliance with EC legislation are said 0 be the
“Achilles’ heel™3 of the single-market program.?

! EC Commission data base Info 92, April 14,1992, The
Council had, as of April 14, 1992, also partially adopted four
measures and reached common positions on four more.

2 EC Commission, Sixth Report of the Commission to the
Council and the European Parliament Concerning the
Implementation of the White Paper on the Completion of the
Internal Market, COM(91) 237, June 19, 1991, annex 2.

3 U.S. Chamber of Commerce, International Division,
Europe 1992: A Practical Guide for American Business,
1991. :

* For more information on the status of member-state
implementation, see chapter 3 of this report.
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EC officials have been reluctant to project a
realistic compleuon date for the single-market program
beyond the existing December 31, 1992, deadline. EC
Commission President Jacques Delors, for example,
has reaffirmed his belief that, despite major obstacles,
legislative work on the single market program will be
complete by the end of 19925 It is generally
recognized, however, that even if the EC Council is
successful in adopting the remaining White Paper
measures, member states will not have sufficient time
to transpose the remaining directives® before yearend
1992.7 By some reports, the EC Commission has
already resigned itself to the fact that the single market
will not be completed by the established deadline.
Nonetheless, the EC Internal Market Council, in a
September 1991 meeting, took action to speed up the
integration process by organizing a troika of internal
market, finance, and agnculture ministries to push key
legislation through the system.® Moreover, the United
Kingdom, which will assume the EC presidency for the
second half of 1992, has indicated that much of the
remaining legislation could be set asxde in order to
ensure completion of the single market.?

The presidency of the EC Council changed hands
according to treaty provisions, with Portugal
succeeding the Netherlands to the chair for the first half
of 1992. Portugal has stated that it will give priority to
the following: implementing the measures agreed to at
the Maastricht summit (see below); overseeing debates
on a new financial structure for the EC; dealing with
reform of the common agricultural policy (CAP);
ensuring the completion of the single market; and
meeting the challenge of EC membership
enlargement.10 The overwhelming scope of this agenda
has implications for the single market program. The
need to move expeditiously on matters outside the
White Paper may increasingly sidetrack the
Community’s attention from completion of the single
market program.

5 U.S. Department of State Telegram, “Delors’ Wishes
for 1992: "A Year of Transition’,” Jan. 28, 1992, Brussels,
message reference No. 01230.

$ EC Commission, Report of the Commission 1o the
Council and the European Parliament on the Implementation
of Measures for Completing the Internal Market, SEC (91)
2491, Dec. 19, 1991.

7 As a practical matter, a directive usually takes 1 to 3
years to be fully implemented in a member state. ‘See U.S.
International Trade Commission, The Effects of Greater
Economic Integration Within the European C
Third Followup Report (investigation No. 332-267), USlTC
publication 2368, Mar. 1991, pp. 1-5 to 1-7.

8 “Internal Market Ministerial: Bid to Speed Up Work
for 1993,” European Report, No. 1704 (Sept. 18, 1991),
Internal Market, p. 6.

? John Redwood, British Minister of Corporate Affairs,
as cited in Mark M. Nelson, “EC Renews its Focus on Final
Construction of the Single Market,” Wall Street Journal
Euroge. Jan. 17-18, 1992.

1 “EEC Council: Portugese Presidency Seeks to Build
Upon Maastricht Agreement,” European Report, No. 1731
(Dec. 21, 1991), Institutions and Policy Coordination, p. 2.
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Deepening Versus Widening

An issue of parncular significance to completion of
the internal market is that of deepening the European
Community—creating more binding economic,
political and institutional ties—as opposed to widening
or enlarging EC membership. The problem of
establishing the relative priority of these two
alternatives has become increasingly difficult.
European nations outside of the EC are anxious to join
the EC to take full advantage of the economic benefits
of EC 1992, whereas many EC member states prefer to
deepen ties among themselves before the Community
takes on new members.

The debate over whether widening or deepening
the EC has priority will likely continue for some time.
For the moment, however, it seems clear from the
results of the Maastricht summit that the current 12
member states of the EC are set on first strengthening
the existing structures of the EC before making
attempts to expand the Community to a membership of
19 or 24.11 One of the principal tasks that faced the
participants in the Maastricht summit was to update EC
institutional structures, such as the European
Parliament and the EC Council, that were built for the
original 6 member countries but that no longer work
for the current 12 member states. Thus, further
enlargement of the EC is unlikely until the
Community’s current institutional structure can be
altered to accomodate a larger membership without
sacrificing the progress made on integration over the
past 30 years.

Widening: EFTA, the EEA, and
Eastern Europe.

The EFTA consists of seven countries—Austria,
Finland, Iceland, Norway, Sweden, Switzerland, and
Liechtenstein. Cooperation between EFTA and the EC
has traditionally been close because of shared
objectives (Zthe promotion of free trade) and geographic
proxxmlty Concem that its firms could become less
competmve vis-a-vis EC firms after the internal market
is complete has pressured EFTA to increase integration
and cooperation with the EC.

The concept of a European Economic Area (EEA)
that would join the EC and EFTA was initiated by the
Luxembourg Declaration at the first EC-EFTA
Ministerial-level meeting in 1984. The purpose of the
EEA is to enable, to the greatest possible extent, the
free movement of goods, persons, services and capital
between the 19 EC and EFTA countries.! Reportedly,

11 Romain Leick and Marion Schreiber, “Interview With
EC Commission President Jacques Delors,” Der Spiegel,
Oct. 14, 1991, pp. 20-24.

12 For further information on the EEA, see “Trade and
Cooperation EC-EFTA,” European Update, West Publishing
Co., 1991 WL 11719 (D.R.T.) Oct.11, 1991, p. 12.

13 U.S. International Trade Commission, The Effects of
Greater Economic Integration Within the European
Community on the United States: Third Followup Report
(investigation No. 332-267), USITC publication 2368, Mar.
1991.
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the EFTA will accept in its entirety the acquis
communautaire-the body of EC laws and rules relevant to
the realization of the four freedoms cited above.!4 The
EEA will cover most internal market measures except
those dealing with taxation. EFTA countries will apply
EC rules on state aid, transportation, competition, and on
such social policy areas as consumer and environmental
protection, statistics, public procurement, and company
law. The EEA will not, however, bind the EFTA states to
participate in EMU, political union, or the CAP.15

Formal negotiations on the EEA started on June 20,
1990, and were scheduled to end on June 25, 1991, to
permit the implementation of the EEA Treaty
beginning January 1, 1993, concurrently with the EC’s
single market program. After lengthy negotiations, a
draft agreement was reached on October 22, 1991. The
prospects for a final agreement diminished, however,
after the European Court of Justice (ECJ) declared that
the plan to set up a new court to settle disputes over
EEA law would contravene EC law.!8 The EC
Commission succeeded in negotiating a new EEA
agreement to address this issue on February 14, 1992.
The draft treaty was approved by the ECJ on April 10,
1992, but has not, at the time of this report, received
approval from the European Parliament.!”

The new agreement would establish a legal dispute
settlement procedure, under which differences over
judicial interpretation of EEA laws would go to a joint
EEA political committee. Further, in the absence of
any overall EEA court, both sides would exchange
information on case law. The EFTA nations have also
agreed to let the EC Commission and the ECJ deal with
virtually any significant competition cases.!8

* In addition to receiving approval from the
European Parliament, the EEA has to be ratified by all
19 participating countries. * Austria and Sweden may
accept the new treaty, for they see the EEA as a
provisional arrangement leading to the full EC
membership they expect to achieve by 1996. So might
Finland, which recently applied to join the
Community.! Norway and Switzerland, on the other
hand, see the EEA as a long-term venture and their
respective parliaments will be less likely to accept the
jursidiction of the ECJ. If the EEA collapses, both

Norway and Switzerland are likely to hasten moves v

4 Jacques Delors, “European Community and EFTA:
The European Economic Area Becomes a Reality,” Target
1992, Nov./Dec. 1991.

'3 “The European Economic Area: Towards a Single
Market of 19 Countries,” supplement to European Report,
No. 1715 (Oct. 26, 1991).

16 “Impasse on EEA,” European Report, No. 1730 (Dec.
17, 1991), External Relations, p. 2.

17U.S. Department of State telegram, Apr. 13, 1992,
Brussels, message reference No. 05176.

18 Ibid.

19 U.S. Department of State telegram, Mar. 18, 1992,
Helsinki, Finland, message reference No. 02663.

toward applying for full EC membership, thus giving
them representation in the EC decision-making process.

Another source of pressure for enlarging the
membership of the EC has come from Central and
Eastern Europe. Political and economic instability in
many Eastern European countries and former Soviet
republics has focused the attention of some -EC
members on the importance of aiding these nations in
the process of integration with the world economy. Sir
Leon Brittain, EC Commissioner for Competition,
speaking before the European Parliament in May 1991,
argued that enlargement of the Community and
deepening of its ties are not mutually exclusive, and
that the best way to assist Eastern European nations is
to help them to attain EC membership.2® Frans
Andriessen, EC Commissioner for External Relations,
has stated that the trend of former Communist
countries to come back into the Western fold and to
become part of the European integration plan should
lead the European Community to review its policy on
enlarging EC membership.2!" Poland, Hungary, and
Czechoslovakia signed new, far-reaching Association
Agreements?? with the EC on December 16, 1991.23 In
addition, on November 4, 1991, the EC Commission
received a Council mandate to begin negotiations with
the Baltic states of Lithuania, Latvia, and Estonia on
trade and cooperation agreements.24

Deepening: The Maastricht Summit

The forces behind deepening the European
Community have been equally strong. Significant
progress was made in cementing ties between the EC
member states at the semiannual summit of the EC
Heads of State and Government in Maastricht, the
Netherlands, on December 9 and 10, 1991. The Treaty
on European Union, officially signed on February 7,
1992, commits the 12 member states to both EMU and
political union.25 With regard to EMU, the EC leaders
agreed to introduce a single currency (the ECU),
establish a European System of Central Banks SESCB),
and create a European Central Bank (ECB).26 The
ECU will be introduced as the common currency no
later than 1999; if a majority of the EC members meet

® U.S. Department of State Telegram, “Euro
Parliament Considers Community Enlargement,” May 18,
1991, Brussels, message reference No. 06413.

21 “Frans Andriessen Attaches Greater Importance to
EEC Enlargement,” European Report, No. 1701 (Sept. 7,
1992.' Institutions and Policy Coordination, p. 1.

These agreements will lead to free trade over 10 years,
with the EC lowering its barriers to industrial imports more
quickly (5 to 6 years) than the central Europeans will be
required to do.

3 “Europe Enters New Era With Association Accords,”
European Report, No. 1730 (Dec. 17, 1991), External
Relations, p. 1.

% “Commission Gets Green Light to Negotiate Accords,”
European Report, No. 1718, Nov. 6, 1991, External
Relations, p. 6.

For a complete discussion of EMU and its implications
for the United States, see chapter 4 of this report.

% “Success at Maastricht: A Landmark Summit,”
European Community News, No. 3391, Dec. 11, 1991, p. 1.
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the requirements for currency union—essentially a stable
national economy and low inflation rates—introduction
of the ECU could take place as soon as 1997.

On the political side, the EC agreed to a common
security and defense policy with the Western European
Union (WEU) at its core, a common visa policy, and a
form of “European citizenship” that will allow EC
citizens to vote in local elections outside of their native
country. With regard to the particularly thorny area of
social policy,2” all the member states, except the
United Kingdom, which rejected EC-imposed labor
legislation, agreed to bring such social areas as health,
education, environment, energy, culture, tourism, and
civil protection under EC jurisdiction.28

Institutional changes were also agreed on during
the Maastricht summit. The powers of the European
Parliament, for example, were significantly expanded.
Under the new treaty, the Parliament will be able to
negotiate directly with the EC Council of Ministers on
amendments to legislation and will have the power to
veto single market laws and certain aspects of
environmental legislation. The new treaty also adds to
Parliament’s powers by requiring parliamentary assent
for (1) the objectives of the Structural Funds Program
(regional aid), (2) the rights of European citizenship
created by the treaty, (3) the harmonization of electoral
systems for European elections, and (4) other
international agreements, such as the EEA. Majority
voting in the EC Council was extended to a broader
range of legislative issues, including certain
environmental, educational, health, and consumer
protection matters. The president of the EC
Commission will be appointed through a consensus of
EC member-state governments after consultation with
the European Parliament. The entire EC Commission
will also be subject to a vote of confidence from the
Parliament.??

Trade and Investment

Introduction

The European Community, as defined by its current
12 member states, remained the United States’ largest
trading partner in 1991, accounting for roughly 21
percent of total U.S. trade (tables 1-1 and 1-2). In
terms of U.S. exports, the EC ranked first in 1991, a
rank it has held since 1987. Canada and Japan ranked
second and third, respectively. In terms of U.S.
imports, the EC ranked third in 1991, with Canada and
Japan ranking first and second, respectively. The EC

7 For more information on the social dimension, see
chagxter 14 of this report.

“Agreement Concluded Between the Member States of
the European Community With the Exception of the United
Kingdom,” supplement to the European Report, No. 1728
(Dec. 11. 1991), pp. 11-14.

2 “Official text of the European Union Treaty signed in
Maastricht on February 7, 1992, by the European Community
Heads of State and Government,” supplement to the
European Report, No. 1746 (Feb. 22, 1922).

consistently accounted for between 18 and 20 percent of
total U.S. imports during 1987-91.

Trends in U.S.-EC Trade

The U.S. Trade Balance

The U.S. trade balance with the EC has steadily
improved over the past 5 years, rising from a deficit of
$22.9 billion in 1987, to a surplus of $2.3 billion in
1990, and a surplus of $12.5 billion in 1991 (figure
1-1). This strong U.S. trade performance with the EC,
fueled in part by the depreciation of the dollar,30 has
contributed disproportionately to the improvement in
the overall U.S. trade balance, which improved from a
deficit of $158.2 billion in 1987, to a deficit of $82.2
billion in 1991.

U.S. Exports

Table 1-1 shows that U.S. exports to all markets
amounted to $400.8 billion during 1991, representing
an increase of $26.3 billion or 7 percent over 1990.
Exports to the EC during 1991 amounted to $97.6
billion, or 24 percent of total U.S. exports. U.S.
exports to the EC grew by 5 percent in 1991, lagging
behind the 7-percent growth rate of U.S. exports to the
world, but ahead of exports to both Canada and Japan.

The largest categories of exports from the United
States to the EC during 1991 were transport equipment,
including rail cars and airplanes; office machines and
automated data processing equipment; electrical
machinery, apparatus and appliances; power generating
machinery and equipment; and miscellaneous
manufactured articles (SITC divisions 79, 75, 77, 71,
and 89, respectively). Total exports to the EC for these
top five SITC divisions during 1991 amounted to $40.5
billion, representing nearly 42 percent of total U.S.
exports to the EC. Primary markets for U.S. exports
among EC member-states in 1991 were the United
Kingdom, accounting for over 5 percent of U.S.
exports to the world; Germany, 5 percent; Fraiice, 4
percent; and the Netherlands, 3 percent.

U.S. exports to the EC have climbed an average of
14.3 percent per year since 1987. This rise compares
favorably with the growth of U.S. exports to the world
as a whole, which averaged 13.2 percent per year over
the same period.3! Significantly, the growth of U.S.
exports to the EC consistently outpaced that of exports
to Canada, the United States’ second-largest export
market, with an 8.4-percent average growth rate per
year, but nearly matched the growth of U.S. exports to
Japan which averaged 14.4 percent during 1987-91.32
The composition of U.S. exports to the EC did not
change dramatically during 1987-91.

30 EC Commission, Panorama of EC Industry, 1991,

p- 4.

3 Official statistics compiled by the U.S. Department of
Commerce.

32 One possible explanation for this phenomenon lies in
the relatively low level of U.S. exports to Japan at the
beginning of this period.



Table 1-1

All commodities: U.S. exports to the EC and rest of world, by leading markets, 1987-91

(Thousand dollars)
Market 1987 1988 1989 1990 1991
European Community , _ :
United Kingdom ........ 13,140,470 17,255,779 19,642,736 22,236,156 - 20,911,121
West Germany ......... 10,921,061 13,207,099 16,069,190 17,635,380 19,960,954
France ............... 7,504,518 9,672,988 10,919,097 12,957,924 14,561,206
Netherlands ........... 7,868,764 9,504,410 10,876,043 12,280,559 12,723,730
Belgium/Luxembourg .... 5,942,610 7,131,084 8,376,121 9,869,932 10,072,173
Raly ................. 5,305,449 6,457,502 6,928,581 - 7,641,529 8,173,521
Spain ................ 3,050,673 3,931,387 4,702,732 5,087,893 5,308,216
Ireland ............... 1,752,008 2,104,344 2,389,077 2,436,350 2,567,120
Denmark ............. 831,511 877,337 - 1,016,577 1,270,067 1,533,851
Greece ............... 343,517 545,312 696,662 748,401 1,023,049
Portugal .............. 569,497 718,383 907,894 895,335 762,649
Total ............... 57,230,077 71,305,625 82,524,708 93,059,526 97,597,591
Rest of World
Canada .............. 57,001,048 68,243,191 74,977,469 78,217,958 78,711,789
Japan ................ 26,903,632 36,041,575 42,764,273 46,138,436 46,144,069
Mexico ............... 14,045,175 19,853,345 24,117,255 27,467,595 32,279,218
SouthKorea ........... 7,486,064 10,381,436 13,207,742 14,073,883 15,211,098
Taiwan ............... 7,019,239 11,599,286 10,974,696 11,141,956 12,718,074
Singapore ............. 3,865,229 5,423,053 7,001,752 7,597,516 8,277,534
Australia .............. 5,329,630 6,671,722 8,130,170 8,304,492 8,206,686
HongKong ............ 3,746,011 5,356,076 5,892,622 6,081,398 7,358,398
SaudiArabia .......... 3,010,754 3,534,532 3,495,164 3,958,040 . 6,441,524
China ................ 3,459,595 5,004,317 5,775,478 4,775,734 6,238,054
Brazil ................ 3,889,272 4,106,260 4,636,110 4,876,461 5,945,134
Switzerland ........... 2,479,298 3,276,890 - 4,119,530 4,069,927 4,896,123
Malaysia .............. 1,867,298 2,052,982 2,710,709 3,169,302 3,777,593
SovietUnion ........... 1,477,399 2,762,754 4,262,336 3,071,629 3,498,452
Sweden .............. 1,770,747 2,542,386 2,998,921 3,264,878 3,177,184
AllOther ............ 43,278,458 52,190,895 51,844,014 55,267,913 60,363,883
Total ............. 186,628,848 239,040,700 266,908,239 281,477,121 303,244,812
Grand Total ...... 243,858,925 310,346,325

349,432,947 374,536,647 400,842,402

Note.—Due to rounding, figures may not add to totals shown.
Source: Compiled from official statistics of the U.S. Departme

U.S. Imports

Table 1-2 shows that U.S. imports from all
countries amounted to $483.0 billion in 1991, a
decrease of 1.5 percent from the 1990 import total of
$490.6 billion. Following the overall trend, U.S.
imports from the 12 EC countries dropped by over 6
percent from 1990, totaling $85.1 billion in 1991, or 18
percent of total U.S. imports.

The five largest SITC commodity groupings of
U.S. imports from the EC in 1991 were road vehicles;
power generating machinery and equipment;
miscellaneous manufactured articles; machinery
specialized for particular industries; and electrical
machinery, apparatus and appliances (SITC divisions

nt of Commerce.

Growth of U.S. imports from the EC, averaging 1.5
percent per year during 1987-1991, has lagged ‘far
behind the 4.7-percent average growth rate for U.S.
imports from all countries. Average growth in imports
from the EC, during 1987-91, was also far below the
6.4-percent average yearly growth in imports from
Canada, but just below the 1.9-percent level seen in
imports from Japan.33 The composition of U.S. imports
from the EC has not changed dramatically in the past
five years, although petroleum products and general
industrial machinery (SITC divisions 33 and 74) have
dropped out of the top five SITC import divisions to be
replaced by power generating machinery and electrical
machinery, apparatus, and appliances.

78, 71, 89, 72, and 77, respectively). These five
groupings accounted for $28.5 billion, or 34 percent of
total U.S. imports from ifiic-EC in 1991.

% Official statistics compiled by the U.S. Department of
Commerce.



Table 1-2

A;ls_,co_amodmes U.S. imports for consumption from the EC and rest of world, by leading markets,
1

(Thousand dollars)
Market 1987 1988 1989 1990 1991
European Community .
WestGermany ......... 27,053,535 26,491,655 24,774,389 28,035,442 25,631,567
United Kingdom ........ 16,930,902 17,752,304 17,924,428 19,928,916 18,162,227
France ............... 10,501,843 11,910,300 12,666,411 12,794,916 13,231,284
Raly ................. 10,819,220 11,459,798 11,785,957 12,576,638 11,617,897
Netherlands ........ ... 3,941,770 4,532,008 4,734,241 4,935,263 4,826,206
Belgium & Luxembourg .. 4,135,233 4,492,625 4,541,556 4,563,714 4,105,343
Spain ................ 2,792,105 3,145,993 3,253,897 3,259,100 2,812,527
feland ............... 1,097,547 1,362,264 1,558,928 1,735,927 1,969,265
Denmark ............. 1,777,546 1,665,879 1,526,625 1,668,701 1,654,219
Portugal .............. 660,352 691,668 786,637 822,293 702,721
Greece ............... 434,294 531,712 472,283 478,037 394,818
Total ............. 80,144,348 84,036,204 84,025,352 90,798,948 85,098,074
Rest of World
Canada .............. 70,850,625 80,678,621 87,987,651 91,198,308 90,923,823
Japan ................ 84,008,499 89,110,486 91,841,766 88,834,279 90,468,823
Mexico ............... 19,765,789 22,617,177 26,556,570 29,505,962 30,445,131
Taiwan ............... 24,575,682 24,710,730 24,203,285 22,566,115 22,941,568
China ................ 6,243,877 8,412,930 11,859,172 15,119,852 18,855,041
SouthKorea ........... 16,888,153 20,071,989 19,566,725 18,336,960 16,862,383
Saudi Arabla. .......... 4,412,861 5,549,315 7,081,853 9,964,557 10,960,525
Singapore ............. 6,178,365 7,958,537 8,886,073 9,784,855 9,903,329
Hong ong ............ 9,832,528 10,184,949 9,668,914 9,400,255 9,194,611
Venezuela ............ 5,374,366 5,044,996 6,492,623 9,132,322 7,758,434
Brazil ................ 7,612,206 9,058,916 8,483,765 7,762,112 6,760,533
Malaysia.............. 2,884,574 3,697,181 4,668,791 5,223,815 6,073,511
Thailand .............. 2,221,261 3,197,899 4,363,400 5,280,317 6,069,677
Switzerland ........... 4,183,379 4,553,135 4,669,555 5,263,422 5,443,186
Nigeria ............... 3,573,685 3,284,465 5,228,107 5,978,803 5,373,703
|Other ............ 53,315,804 54,972,653 62,428,420 66,402,856 59,895,525
Total ............. 321,921,654 353,103,981 383,986,670 399,754,791 397,929,804
Grand Total ...... 402,066,002 437,140,185 468,012,021 490,553,739 483,027,878

Note.—Due to rounding, figures may not add to totals shown.
Source: Compiled from official statistics of the U.S. Department of Commerce.

Figure 1-1 i
U.S. trade with the EC, 1987-91
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Trends in EC Trade with the World

Extra-EC Trade

Over the past 5 years, the EC has faced a steadily
worsening balance of trade with the rest of the world
(extra-EC) (figure 1-2).34 The EC registered a global
surplus of $9.1 billion in 198635 This surplus,
however, was a temporary phenomenon, and was
reportedly caused by the 1986 crash in world oil
prices. 36 The recovered growth that followed the
decrease in world oil prices led to an EC trade deficit3’
of $56.6 billion in 1990.38 Imports have increased
more rapidly than exports partially because of the
upsurge in demand in the EC internal market.39

Combined exports from all 12 EC member states to -

other member states as well as to third countries grew
by 20 percent to $1,368 billion in 1990, compared with
$1,136 billion in 1989 (table 1-3). The most important
markets for EC exports outside of the Community in
1990 were the United States; the three EFTA countries
of Switzerland, Austria, and Sweden; Japan; and the
former US.SR. (figure 1-3).4° Combined, these

countries accounted for over 48 percent of all extra-EC

exports. Exports to Japan showed the greatest increase
among these countries, rising by 24 percent in 1990
and by nearly 154 percent during 1986-90.4! Growth in
exports to the United States were on the other end of
the spectrum, rising by only 13 percent between 1989
and 1990 and by only 31 percent during 1986-90. The
five largest exporters among the EC member states in
1990 were Germany (3409.3 billion), France ($216.4
billion), the United Kingdom ($185.2 billion), Italy

($169.9 billion), and the Netherlands ($131.5 billion). ‘

The EC member states imported from other
member states as well as from third countries a total of
$1,416 billion worth of goods and services in 1990, an
increase of 21 percent over 1989 (table 1-4). The most
important suppliers outside of the Community in 1990
were the United States, Japan, Switzerland, Sweden,
Austria, and the former U.S.SR. (figure 1-4).

Combined, these 6 countries accounted for 49 percent -

of 1990 EC imports from sources outside the 12
member states. In terms of growth, imports from the
former U.S.S.R. showed the greatest increase in 1990,

Jjumping 31 percent over the 1989 level. Between 1986

3 EC trade with the world is measured as a composite of

the 12 member states’ imports and exports with all countries

outside of the Community.
35 This figure excludes intra-EC trade.
3 EC Commission, Panorama of EC Industry, 1990,
pp. 13-14.
37 Ibid.
38 IMF, Direction of Trade Statistics.
% EC Commission, Panorama of EC Industry, 1991, p.8.
“OIMF, Direction of Trade Statistics. -
!l As with U.S. exports to Japan, the dramatic level of
growth in EC exports to Japan during 1986-90 is principally

due to the relatively low level of exports at the beginning of

this period.

and 1990, however, EC imports from Austria showed the
greatestincrease, rising by over 93 percent. From 1989 to
1990, EC imports from Sweden and the United States tied
at 15 percent for the lowest rate of growth among the
industrialized countries, whereas during 1986-90,
growth in imports from the former U.S.S.R. came in last
at 62 percent. The largest importers among the 12
member states in 1990 were Germany with $346.5
billion, France with $234.5 billion, and the United
Kingdom with $223.0 billion.

Intra-EC Trade

One of the more significant trends in EC trade is
the relative stability of intra-EC trade as a share of total
EC trade with the world. Although there was a
significant jump in intra-EC trade from 53 percent in
1985 to 57 percent in 1986 when Spain and Portugal
joined the Community, intra-EC trade as a share of EC
trade with the world climbed only 2 percentage points
between 1987 and 1990 to 59 percent.

In 1986, 57 percent of total EC exports were bound
for other EC markets. The percentage of intra-EC
exports increased gradually to 61 percent in 1990
(fi 1-3). Intra-EC exports grew at an average of
164 percent during 1986-90, compared with an
average growth rate of 11.8 percent for EC exports to
countries outside of the Community. This disparity
between intra- and extra-EC exports has had significant
ramifications for the overall EC trade balance and is
directly related to the single market program.
According to the EC Commission, EC firms are
seeking to reinforce their position in a fast-expandir‘lé
internal market, rather than in foreign markets.
Germany, France, and the United Kingdom have thus
concentrated their export development efforts within

the EC, rather than in the United States, Canada, or

Japan.“i

Trends in intra-EC imports were much less

dramatic than those seen in intra-EC exports:- Imports

of EC member states from other member states
increased from roughly 57 percent of total EC imports
in 1986, to 58 percent in - 1990 (figure 1-4).
Nevertheless, the 16.5 percent average growth rate of
intra-EC imports during 1986-90 exceeded the 15.4

- percent growth rate of EC imports from countries

outside the Community.

EC Trade Statistics

- An often ignored area of EC trade policy is that of
the collection and dissemination of EC trade statistics.
The general aim of the 1985 White Paper is the

“elimination of physical borders within the EC from

January 1, 1993, onward. Consequently, frontier
formalities, checks, and documentation (the latter being

“2 Panorama of EC Industry, 1991, p. 13.
©lbid,p.8. o
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Figure 1-2
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' EC trade with the world is measured as a composite of the 12 member states’ imports and exports with
all countries outside of the European Community.

Source: International Monetary Fund, Direction of Trade Statistics Yearbook, 1991.

Table 1-3
All commodities: EC exports to the European Community member states and rest of worid, by
leading markets, 1986-90
~ (Million dollars)
Market 1986 1987 1988 1989 1990
European Community
Germany ............. 96,460 116,010 126,401 132,521 175,257
France ............... 84,374 105,746 119,019 130,423 157,337
United Kingdom ........ 62,808 77,088 91,568 97,372 108,404
Raly ................. 52,752 67,424 76,019 82,200 98,270
Bel ?IiumlLuxembourg ceen 50,511 61,514 68,956 71,618 88,653
Netherlands ........... 52,273 63,627 69,720 73,118 86,930
Spain ................ 19,232 28,950 35,775 41,856 53,247
Denmark ............. 12,235 13,553 14,198 14,359 17,188
Portugal .............. 5,676 8,671 11,258 12,995 16,296
Ireland ...........,... 8,145 9,520 10,798 11,840 14,312
Greece ............... 6,881 8,084 9,367 10,527 12,762
Total ............. 451,348 560,187 633,078 678,827 828,655
Eastern Europe' ......... 15,945 17,812 19,110 21,787 30,396
SovietUnion ............ 9,689 10,640 11,943 13,744 19,177
EFTA Total ............. 25,634 28,452 31,053 35,531 49,573
Switzerland ........... 31,078 37,869 41,603 43,586 51,849
Austria ............... 19,013 23,243 26,765 27,806 34,324
Sweden .............. 18,832 23,337 24,947 26,467 30,104
Norway ............... 9,874 10,964 10,097 9,432 11,776
Finland ............... 6,474 8,137 9,197 10,345 11,641
lceland ............... 574 789 742 645 811
Total ............. 85,845 104,339 113,351 118,281 140,505
Rest of World
United States .......... 73,969 82,905 84,576 85,705 96,545
Japan ................ 11,333 15,749 19,867 23,235 28,729
AllOther ............ 148,346 165,913 182,889 . 194,141 223,885
Total ............. 233,648 264,567 287,332 _ 308,081 349,159
Grand Total ...... 796,475 957,545 1,064,814 1,135,720 1,367,892

' Eastern Europe includes Poland, East Germany, Hungary, Czechoslovakia, Yugoslavia, Bulgaria and Romania.
?e

Note.—Because of

1-10

rounding, figures may not add to the totals shown.
Source: International Monetary Fund, Direction of Trade Statistics Yearbook, 1991.
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Figure 1-3 o - -
EC exports to the world,! by sources and by major markets, 1990 -
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Table 1-4

All commodities: EC imports from the Europea

n Community member states and rest of worid, by

leading markets, 1986-90
(Million dollars)
Market ‘ 1986 1987 1988 1 989 1990
European Community ' L
Germany ............. 117,663 148,131 167,328 176,809 209,876
France................ 71,165 89,117 102,578 110,106 135,850
Netherlands ........... 61,003 71,910 80,296 85,732 105,682
faly ................. 51,154 64,508 72,097 77,977 97,469
United Kingdom ........ 49,526 60,498 66,762 71,544 90,476
Belgium/Luxembourg . ... 49,806 61,344 68,465 72,568 88,359
Spain ................ 16,951 22,490 26,359 28,817 38,135
Denmark ............. 10,032 12,458 13,838 14,450 18,469
Ireland ............... 8,749 11,429 13,537 14,444 17,154
Portugal .............. 5,322 6,879 8,089 9,447 12,585
e e ie et eieceneaa 3,982 5,090 5,145 5,712 6,148
Total ............... 445,353 553,854 624,494 667,606 820,203
Eastern Europe' ......... 16,270 19,232 21,096 22,797 28,373
SovietUnion ............ 13,231 15,022 15,171 16,434 21,456
Total ............... 29,501 34,254 36,267 39,231 49,829
EFTA
Switzerland ........... 24,807 30,928 34,105 34,750 43,134
Sweden .............. 19,091 23,312 26,385 28,230 32,536
Austria ............... 13,763 17,580 20,015 20,861 26,595
Norway ............... 12,115 14,107 14,831 17,149 20,948
Finland ............... 7,145 9,244 10,880 11,159 13,602
leeland ............... ~ 669 841 886 851 1,186
Total ............... 77,590 96,012 107,102 113,000 138,001
Rest of World
United States .......... §7,135 66,690 79,443 91,249 105,290
r- 1 I 34,003 42,117 50,201 52,562 60,805
Aliother ............ 137,821 163,837 185,279 203,885 241,883
Total ............... 228,959 272,644 314,923 347,696 407,978
Grandfotal ........ 781,403 956,764 1,082,786 1,167,533 1,416,011
! Eastern Eu includes Poland, East Germany, Hungary, Czechoslovakia, Yugoslavia, Bulgaria, and Romania.

Note.—Because of rounding, figures may not add to the totals shown.
Source: International Monetary Fund, Direction of Trade Statistics Yearbook, 1991.

a ol for collecting trade information for statistical
purposes) are supposed to disappear44 The EC
Commission has made it clear that it does not want to
place an unwarranted burden on EC firms by shifting the
responsibility for collecting trade-related statistical
information from the member-state governments to the
private sector.#S The EC Commission has also
determined, however, that the continued collection of
quality statistical information is necessary to permit
European firms to make the most of the economic
opportunities presented by the integrated market 46

“ Opinion on the Proposal for a Council Regulation
(EEC) on the Statistics Relating to the Trading of Goods
Between Member States, OJ No. C 159 (June 26, 1989),

P l% Ihid.

4 Answer Given by Mr. Christopherson on Behalf of the
Commission to Written Question No. 1939/88 Regarding a
3439 on th§6 Proliferation of Statistics, OJ No. C 187 (July 24,
1989), p. 26.

1-12

On November 16, 1991, the EC Council adopted a
regulation for the introduction of Intrastat, a new
statistical collection system for trade between member
states.#” As it now stands, the Intrastat system will
rely on importers and exporters to provide the data
necessary to compile intra-EC trade statistics.4® In
addition, the Intrastat system will utilize existing value
added tax (VAT) administrative networks as a means of
periodically verifying trade data received from
European companies.*® This plan has caused some
concern among private EC firms, which fear the

4T Council Regulation No. 3330191 of 7 November 1991,
on the Statistics Relating to the Trading of Goods Between
Member States, OJ No. L 316 (Nov. 16, 1991).

“4The proposed regulation would also allow private firms
to hire third parties to compile the necessary trade statistics.

“ Regulation No. 3330/91, p. 5.
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Figure 14 :
EC imports from the world,! by markets and by major sources, 1990
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additional burden of having to collect transsgortion,
storage, and trade data for the Intrastat system.

Investment

U.S. Direct Investment in the EC

Total foreign direct investment in the EC during
1990 overtook total foreign direct investment in the
United States for the first time since the end of the
1970s.5! This change reflects the slowdown in the U.S.
economy, which has reduced its attractiveness to
external investors. Another important factor in drawing
direct investment to the EC has been the 1992
single-market program. Fear of being excluded from
the EC market after the integration program is
complete has apparently increased the willingness of
U.S. and Japanese companies to earmark funds for
European projects.

U.S. direct investment abroad>? reached a cum-
ulative $421.5 billion in 1990, an increase of $51.4

billion or 13.9 percent over 1989 (table 1-5).53 The

United States invested $172.9 billion in the EC,
accounting for 41.0 percent of total U.S. direct
investment abroad in 1990. Other significant recipients
of U.S. direct investment in 1990 were Canada with
16.2 percent and Japan with 5.0 percent. In 1990, U.S.
direct investment in the EC grew 15.6 percent,
exceeding the overall U.S. direct investment growth
rate of 13.9 percent, as well as that of 4.4 percent in
Canada and of 13.6 percent in Japan.

The largest levels of U.S. direct investment in the
EC were in the United Kingdom with $65.0 billion,
Germany with $27.7 billion, and the Netherlands with
$22.8 billion. The U.S. direct investment position in
the EC was the greatest in the area of manufacturing,
reaching a level of approximately $81.3 billion in
1990, an increase of nearly 15 percent over the 1989
level of $70.9 billion. Direct investment in
manufacturing in 1990 made up approximately 47
percent of total U.S. direct investment in the EC,
followed by finance, insurance, real estate and other
service sectors “with 24 percent of the total, and
petroleum with 11 percent of the total. U.S. direct
investment in the EC climbed steadily during 1986-90,
growing an average of 15 percent per year, or slightly
higher than the 13 percent growth rate of U.S. direct
investment worldwide. As a share of total U.S. direct
investment, direct investment in the EC climbed from

501992 and Trade Statistics,” supplement to European
Report, No. 1715 (Oct. 26, 1991), p. 4.

51 Bank for International Settlements, 60th Annual
Report, 1986-90, June 1991.

52 4U.S. direct investment abroad” is generally regarded
as the book value of U.S. direct investors’ equity in, and net
outstanding loans to, their foreign affiliates. A foreign
affiliate is a foreign business enterprise in which a single
U.S. investor owns at least 10 percent of the voting
securities, or the equivalent.

$3U.S. Department of Commerce, Bureau of Economic
Agngalysis (BEA), Current Survey of U.S. Business, Aug.
1991.
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38 percent in 1986 to 41 percent in 1990. The relatively
steady growth rate of U.S. investment abroad was more
than doubled by the growth rate of Japanese foreign direct
investment during 1986-90. According to statistics
provided by the Japanese Ministry of Finance, Japanese
direct investment abroad grew by an average of 31
percent per year between 1986 and 199054 Japanese
direct investment in the EC exceeded this overall level,
growing anaverage of nearly 43 percent per year between
1986 and 1990, compared with an average growth rate of
39 percent per year in Japanese direct investment in the
United States. The EC accounted for 12.6 percentof 1986
total Japanese foreign direct investment, which rose to
17.8 percent in 1990.55

EC Direct Investment in the United States

Foreign direct investment in the United States in
the form of capital outlays by foreign countries
amounted to $403.7 billion in 1990, an increase of
roughly 8 percent over 1989 (table 1-6). Direct
investment in the United States by the 12 EC member
states was $229.9 billion in 1990, or roughly 57 percent
of direct investment in the United States by all
countries. The United Kingdom ranked first among all
countries in its foreign direct investment position in the
United States, accounting for 27 percent of the world
total and 47 percent of EC total direct investment in the
United States in 1990. Other significant EC holders of
direct investment in the United States were the
Netherlands with 28 percent of total EC investment,
and Germany with 12 percent of total EC investment.
Total EC foreign direct investment held in the United
States in 1990 was nearly three times that held by
Japan, and over 8 times that of Canada.

The largest areas of investment by the EC in the
United States were manufacturing, petroleum,
wholesale-retail trade, and services. The foreign direct
investment position attained by the EC in
manufacturing was $104.5 billion in 1989, which
increased by 5 percent to $109.7 billion in 1990. EC
direct investment in U.S. petroleum industry decreased
by 4 percent from $32.2 billion in 1989 to $30.8 billion
in 1990, while EC direct investment in the U.S.
wholesale-retail trade industry increased by 5 percent
from $22.6 billion in 1989 to $23.7 billion in 1990.
The investment position held by the EC in services
showed the largest change, however, jumping 58
percent from $12.9 billion in 1989 to $20.4 billion in
1990.

EC direct investment in the United States has
grown by an average 17 percent per year since 1986,
just slightly behind the 18-percent average annual
growth rate of EC direct investment worldwide.
Overall, EC direct investment in the United States,
measured as a share of total EC foreign direct
investment, first climbed to 61 percent in 1987, from
60 percent in 1986, and then steadily declined to 57
percent by 1990. Given the troubled state of the U.S.

54 Japan Economic Institute, Report No. 23B, June 21,
1991, p. 12.
55 Ibid.
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Table 1-5 A ‘ v
U.S. direct investment position! abroad, by partners and by industry sectors, at yearend 1989 and
1990

(Million dollars)
All Petro— Manu- Wholesale
Industries  leum facturing Trade Banking  Finance Other? _
European Community in 1989: ’ :
United Kingdom . . . . 59,827 9,147 19,087 2,466 3,449 23,102 2,577
West Germany. .... 24,550 2,672 15,784 1,296 1,508 2,352 938
Netherlands .. ..... 18,133 1,008 6,845 2,452 177 6,463 1,188
France ........... 14,069 1,024 9,085 2,548 216 643 553
taly ............. 10,294 404 6,639 1,458 277 1,053 465
Belgium .......... 7,941 246 4,041 1,790 199 1,335 330
Spain ............ 6,096 67 3,952 909 703 28 438
reland ........... 5,522 =37 4,271 18 7 1,236 27
Denmark ......... 1,234 A 263 482 35 240 &)
Luxembourg . ...... 1,127 5 636 6 242 238 0
Portugal .......... 488 60 237 107 30 () 8
Greece ........... 264 A 79 56 43 @) 29
Total,EC ...... 149,545 14,801 70,919 13,587 6,886 36,721 6,632
Canada ............ 65,548 10,676 31,593 3,850 967 11,712 1,273
Japan.............. 18,488 3,284 - 9,721 3,338 150 1,492 504
All countries. ........ 370,091 54,049 149,237 37,230 20,397 84,323 24,856
European Community in 1990:
United Kingdom . . .. 64,983 11,331 20,636 2,746 3,575 23,071 3,624
Germany ......... 27,715 3,136 17,489 - 1,505 1,694 2,863 1,028
Netherlands ....... 22,778 1,636 8,144 2,490 169 8,642 1,697
France ........... 17,134 ® 11,051 3,025 174 960 375
taly ............. 12,971 605 8,535 1,677 361 1,005 788
Belgium .......... 9,462 327 4,331 2,177 ®) 2,059 352
Spain ............ . 7,480 116 4,998 1,011 879 3 472
reland ........... 6,776 —41 4,885 &) 4 1,549 352
Denmark ......... - 1,633 g 286 - 566 ® 295 96
Luxembourg .. ..... 1,119 539 ® 301 238 ®
Portugal .......... 590 ) 285 110 &) A A
Greece ........... 300 37 84 71 81 6 @)
Total, EC ...... 172,940 18,761 81,264 15,420 - 7,504 40,718 9,273
Canada ............ 68,431 10,691 33,231 4,131 1,057 12,025 7,295
Japan.............. 20,994 3,419 10,623 3,820 200 2,240 694
Allcountrigs. ........ 421,494 59,736 168,220 41,411 21,397 98,889 31,840

! Direct investment as measured by valuation adjustments plus capital outflows. Capital outflows are defined as

the net equity cag.i}gl plus reinvested earnings plus net intercompany debt. The overall position is also generally
regarded as the book value of U.S. direct investors’ equity in, and net outstanding loans to, their foreign affilliates. A
foreign affilliate is a foreign business enterprise in which a single U.S. investor owns at least 10 percent of the voting
securities, or the equivalent. ‘

2 Includes insurance, real estate, services, and other industries.

3 Su;a;essed to avoid disclosure of data of individual companies.
Source: Official economic data compiled from U.S. Department of Commerce BEA statistics.

economy, lowerinters?stratcs, andslow predicted growt?é Intra-EC Investment Activities
it is likely that EC investment in the United States Recent reports indicate that the EC was not

: 57
actually decreased in 1991. immune to the slowdown in the world economy during
1990-91.58 The Gulf War brought with it an increase

56 Official data on foreign direct investment in the United

States in 1991 will not be available until August 1992. 8 Council Decision of 29 July 1991 Adopting the Annual

57U.S. Department of Commerce, Bureau of Economic Economic Report 1990/91 on the Economic Situation in the
Analysis, informal communication with USITC staff, Mar. 2, Community and the Economic Policy Orientation for the
1992. '

Community in 1991, COM (91) 464, pp. 19-20.
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Table 1-6

Foreign direct Investment position? in the United States, by partners and by industry sectors, at

yearend 1989 and 1990
(Million dollars)
All Petro-  Manu— Wholesale/Re-

Industries  leum facturing tail Trade Banking  Finance  Other?

European Community in 1989:
United Kingdom .. .. 105,511 16,545 51,798 6,992 2,356 2,415 25,406
Netherlands ....... 56,316 9,889 23,709 5,933 3,130 1,870 11,786
West Germany . .... 29,015 1,100 15,722 6,970 985 555 3,683
rance ........... 16,822 3; 11,355 946 871 -840 1,137
Belgium .......... 3,972 3 941 881 23 @) 114
taly ............. 1,374 &) 514 327 685 ) 73
reland ........... 1,218 8 174 5 A ) 21
Spain ............ 646 -4 55 128 395 3) -1
Denmark ......... 632 () 103 259 20 0 230
Luxembourg. ...... 512 Q 79 67 8 161 118
Greece ........... (‘) \ (‘) (:) (:) (:) ™)
Portugal .......... “ ! Ky ) ! ® ®
Total, EC ...... 216,132 32,159 104,446 22,601 9,160 4,436 43,331
Japan .............. 67,319 =35 13,978 22,483 4,959 9,407 16,527
Canada ............ 28,686 1,233 9,934 1,658 1,759 1,913 12,190
Allcountries ......... 373,763 37,201 151,820 55,310 18,638 16,837 93,955

European Community in 1990:
United Kingdom .. .. 108,055 15,310 52,955 7,140 1,919 3,807 26,924
Netherlands ....... 64,333 10,527 24,446 6,468 2,218 1,336 19,339
Germany ......... 27,770 492 15,216 7,491 1,033 -1,092 4,630
France ........... 19,550 ® 14,692 691 1,206 -3,347 2,965
Belgium .......... 4,230 ) 1,473 1,036 -71 ® 114
Luxembourg. ...... 1,831 Q 81 53 -7 3) 224
Raly ............. 1,552 552 115 699 3) 131
Ireland ........... 905 7 86 251 ® ® 1
Spain ............ 796 }5; 69 164 409 ® 4
I();enmark ......... 7%2) (:) 1 %‘6) 2941 .(‘.'»‘(; 4()) 2?42)’

reece ........... *) (

Portugal .......... () () ) ) ) (‘) ()
Total, EC. ..... 229,913 30,792 109,695 23,717 8,145 1,616 55,948
Japan.............. 83,498 -38 15,169 28,272 6,025 10,402 23,668
Canada ............ 27,733 1,417 9,327 1,719 1,824 1,760 11,685
Allcountries ......... 403,735 38,004 159,998 61,996 19,089 13,075 111,574

! Direct investment as measured by valuation adjustments

plus capital outflows. Capital outflows are defined as

the net equity capital plus reinvested earnings plus net intercompany debt. The overall position is also generally
Boo

regarded as the

k value of U.S. direct investors’ equity in, and net outstanding loans to, their foreign affilliates. A

foreign affilliate is a foreign business enterprise in which a single U.S. investor owns at least 10 percent of the voting

securities, or the equivalent.

2 Includes insurance, real estate, services and other industries.
3 Suppressed to avoid disclosure of data of individual companies.

4 Data not available.
5 Less than $500,000.

Source: Official economic data compiled from U.S. Department of Commerce BEA statistics.

in oil prices in 1990-91 and is also thought to have
contributed to an erosion of business and consumer
confidence. In the Community, real GDP is estimated to
have increased by only 1.3 percent in 1991, less than half
the rate of 2.8 percent recorded in 1990.59

39 Annual Economic Report 1991/1992: Forecasts for
1992/1993,” European Community News, No. 32/91, Dec. 5,
1991.
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Unemploymentfor 1991 is estimated to have increased to
8.7 percent, while inflation is thought to have remained
broadly stable at a relatively high level of 5 percent.
Growth in intra-EC investment continued to decline in
1991, dropping to an estimated 0.8 percent, compared to
4.3-percent growth in 1990 and 6.7 percent in 1989.90

® Council Decision Adopting the Annual Report, COM
(91) 464, pp. 19-20.
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Despite the current economic slowdown, stronger
growth in the EC is predicted for 1992 and 1993. In
1992, the overall situation is expected to imlprove, with
GDP growth reaching 225 percentS! Intra-EC

~_investment growth is similarly expected to increase to

3.7 percent in 1992.52 Henning Christopherson, EC
Commission Vice President responsible for Economic
and Monetary Affairs, recently stated that the recovery
will be based on an increase in investment and
consumption resulting from confidence generated by
the realization of major EC projects such as the 1992
single market, the formation of an economic and
monetary union, and a successful conclusion of the
Uruguay Round.63

Precise data on the amount of intra-Community
direct investment that occurred in 1990-91 are not
available. A marked increase in intra-EC investment
is, however, apparent during the period 1984-88.
Between the years 1984 and 1986, when Portugal and
Spain acceded to the EC, intra-EC investment
increased 193 percent from ECU 4.3 billion ($3.4
billion) to ECU 12.6 billion ($12.4 billion). A further
increase was seen in 1988, when intra-Community
direct investment rose 52 percent, reaching ECU 19.1
billion ($22.5 billion).5* Caution should be taken,
however, when evaluating these figures as indicators of
growth in intra-EC direct investment. Much of
intra-EC direct “foreign” investment is in fact national
capital, reconstituted in holdings in Luxembourg, the

Netherlands, or London to take advantage of fiscal and

regulatory regimes, and then reimported into the
country of origin under a new flag. Both the outflow
and inflow appear as direct foreign investment
operations in the statistics.65

Mergers and Acquisitions

The prospect of the single market and the gradual
disappearance of trade barriers have strengthened magz
EC companies’ resolve to become more competitive.
The number of mergers and acquisitions has more than
doubled in the EC since 1986, and a growing
proportion of these are being carried out on an
international scale.

A recent compilation of data shows the number of
mergers and acquisitions that have taken place since
1986.57 Among the top 1,000 European firms, total
mergers (including majority acquisitions) reached 833

$!“Annual Economic Report 1991/1992" European
Community News, p. 1.

%2 Council Decision Adopting the Annual Report, COM
(91) 464, pp. 19-20.

3*Annual Economic Report 1991/1992,” European
Community News, p. 1.

© Price Waterhouse, “Comparative Study on Direct EC
Investment: 1984-1988,” EC Bulletin, No. 94, May-June
1991.

S Panorama of EC Industry, 1990, p. 84.

% Panorama of EC Industry, 1991, p. 33.

7 EC Commission, XXth Report on Competition Policy
Published in conjunction with the XXIVth General Report on
the Activities of the European Communities 1990), 1991.

during 1989-90,%8 an increase of 25 percent over the
1988-89 level of 666 (table 1-7). Three-quarters of these
mergers and acquisitions occurred in manufacturing
industries, with a distinct pattern of cross-border deals.
In most industry operations, there was an above-average
increase in the number of those mergers or acquisitions in
which the combined turnover of the firms concerned
exceeded ECU 5 billion ($5.4 billion) during 1989-90. In
the services sector, however, this phenomenon of “big”
deals was confined to the banking sector. Most mergers
and acquisitions took place in the four largest member
states: Germany, the United Kingdom, Italy, and France.
In Spain, the number of mergers also increased
significantly.

The greatest number of acquisitions in 1989 and
1990 was in the chemical industry, amounting to a total
of 148, an increase of 38 percent from the previous
year’s level of 107. This was followed by 102 mergers
and acquisitions in the food industry and 79 in the
paper industry. Other important sectors of industry that
experienced a relatively large level of merger and
acquisition activity were metal manufacturing with 64
cases, machine tools with 52 cases, electrical and
electronics with 46 cases, and construction with 39
cases.

A significant trend during 1986-90% has been the
increase of intra-EC mergers and acquisitions, relative
to national mergers or “international” mergers (figure
1-5). In 1986 and 1987, of 415 EC mergers and
acquisitions, intra-EC mergers accounted for roughly
22 percent of the total with national and international
mergers accounting for 70 percent and 8 percent,
respectively. By 1990, however, intra-EC mergers
accounted for 41 percent of the total, with national and
international mergers and acquisitions amounting to 39
percent and 20 percent,’ respectively. Among the
foreign buyers, the most active countries were the
United States, followed closely by Sweden, Japan, and
Switzerland.

Strengthening of market position and development
of commercial activities within the EC continue to
provide -the strongest motives for merger and
acquisition activity and are mentioned in three-quarters
of all cases surveyed.’? It would therefore seem
apparent that firms both inside and outside the EC are
preparing for more competition and larger markets.”! A
particularly large surge in merger and acquisition
activity during the first half of 1990, however, could
have been prompted by the adoption of merger control
regulg’tzions in the EC, which took effect in September
1990.

% New investment activities reported in EC Commission,
XXth Report on Competition Policy, are based on data for
fiscal years June to May.

% New investment activities reported in EC Commission,
XXth Report on Competition Policy, are based on data for
fiscal years June to May.

" EC Commission, XXth Report on Competition Policy,
1991, p. 231.

" Ibid.

" 1bid.
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Table 1-7 :

Mergers and acquisitions in the EC, involving the top 1,000 European firms, by industries,
1986-90 T

Sector 1986/87 1987/88 1988/89 1989/90
Manufacturing ' :
Food.................... 52 51 76 102
Chemicals ............... 71 85 107 148
Electrical and electronics .... 41 : 36 49 46
Machinery ............... 31 38 55 52
Computers ............... 2 3 4 2
Metal manufacturing . ....... 19 40 35 64
Vehicles ................. 21 15 14 32
Wood, paper and furniture ... 25 34 61 79
Mining .................. 9 12 19 19
Textiles and appatrel. ....... 6 14 20 13
Construction . ............. 19 33 39 39
Other Manufacturing ....... 7 22 13 26
Distribution. ................ 49 ‘ 57 58 52
Banking ................... 35 78 83 113
Insurance .................. 28 40 33 46
Total ................ 415 558 666 833

Source: EC Commission, XXth Report on Competition Policy.

Figure 1-5
Mergers and acquisitions in the EC: National, intra-EC, and international
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Note: Fiscal gears displayed are from June of the previous year to May of the current year.
Source: EC Commission, XXth Report on Competition Policy.
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CHAPTER 2
REVIEW OF CUSTOMS
UNION THEORY AND
RESEARCH ON THE 1992
PROGRAM

Introduction

This chapter reviews recent economic research that
focuses on the expected impact of completing the
integration of the internal market within the European
Community by December 31, 1992. Before this review
the chapter discusses the underlying economic theory
of market integration—customs union theory—and
highlights the results of early research on the probable
effects of the 1992 program.

Customs Union Theory

Customs unions are geographical trading areas
wherein the member states reduce trade barriers among
themselves and adopt common barriers against the rest
of the world. The 1992 EC economic integration
program contains elements of both reduced internal
barriers and harmonized border policies against
nonmember countries.

Economists have long understood the general
effects of customs unions. As internal trade barriers
are lowered, consumers in each member country find
that imports from other member countries are now less
expensive relative to both domestic products and
imports from nonmember countries. Thus, consumers
in each country may buy more imports from other
member countries and decrease consumption of
domestic products and nonmember imports. On the
other hand, the creation of a customs union may result
in an increase in trade with nonmember countries if the
harmonized barrier against nonmember countries is
lower than the average individual national barriers
prior to the formation of the union. This increase in
trade with nonmember countries will be at the expense
of domestic production intended for domestic
consumption.

The two primary trade effects of a customs union
are (1) trade creation: the shift from consumption of
domestic production toward consumption of member
imports, and the production for export to other member
countries and (2) trade diversion: the shift from trade
with nonmember countries in favor of trade with
member countries.

This conventional dichotomy serves to highlight
the efficiency gains arising from trade creation, which
shifts production toward low-cost member producers,
and the offsetting efficiency losses from trade
diversion, which shifts production away from low-cost
producers in nonmember countries. Whether, on
balance, economic welfare increases or decreases

depends on the relative strength of the two effects and
has to be assessed empirically.

Finally, customs unions tend to enhance
competition by creating a larger market under
liberalized trading rules. By allowing the factors of
production, i.e., labor end capital, to move freely and
seek more efficient locations, economies of scale and
leamning-curve effects can be realized in certain
industries—in particular, those industries that tend to
have high fixed costs. The achievement of size-related
economies is one of the chief rationales offered for the
EC integration plans. Moreover, to the extent that the
customs union spurs additional economic growth
related to scale or location economies, the member
countries will become wealthier. This increase in
wealth may, in turn, increase imports from
nonmembers as member consumers spend their

‘additional income.

Since the United States is outside of the EC,
measures that reduce internal barriers but leave
external barriers unchanged cause trade diversion, that
is, increased trade among EC member states at the
expense of trade between the United States and the EC.
Diversion hurts both U.S. export producers, who lose
export markets in the EC, and U.S. consumers, who
must compete against increased internal EC demand
for European exports. U.S. import-competing
industries, however, benefit from trade diversion
because European exports are diverted, to some extent,
for intemal EC consumption. On the other hand,
measures that reduce the harmonized EC barriers
against nonmember countries, including the United
States, lower the price of U.S. goods in Europe and
thus benefit U.S. exporters.

Early Research on the 1992 Program

Early research conducted for the Commission of
the European Communities (EC Commission), in what
is commonly referred to as the Cecchini Report,
predicts that the total gains from completion of the
internal market over the next 5 to 10 years would be an
increase in EC Gross Domestic Product (GDP) of
between 3.2 and 5.7 percent, a reduction of inflation of
between 4.5 and 7.7 percent, an easing of domestic
budget balances between 1.5 and 3.0 percent of GDP,
and an easing of trade balances of between 0.7 and 1.3
percent of GDP. This research also estimates that the
labor market would improve, with the creation of 1.3 to
2.3 million jobs in the EC as a whole over the next 5 to
10 years. However, it is expected that the
unemployment rate would fall by only 1 to 2 percent
during this period.

Recent Research on the 1992
Program

This section presents a review of recent economic
research on the EC 1992 market integration program.
In the first article, Shigehara (1991) argues that the
external effects of the EC 1992 program depend
significantly on the magnitude of the so-called growth
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bonus associated with the single market and the future
course of the EC’s trade and financial policies relative
to the rest of the world. Shelburne and Schoepfle
(1990) assert that the creation of a single market in the
EC will alter both the structure and the volume of U.S.
exports and imports, causing some U.S. workers to face
job dislocations and giving others increased
opportunities. Ulmer (1990) addresses the economic
impact of the single-market initiative on the United
States and points out that each of the EC countries still
has a tangle of rules and regulations pledged to be
swept away at the end of 1992. Baldwin (1990) argues
that the Cecchini Report underestimates the true gains
from trade due to the 1992 program because the EC
Commission did not take into account the effect of
certain barriers on the factors of production
(principally labor) that affect multinational
corporations and their intrafirm trade. Jacquemin and
Sapir (1991) claim that both internal and external
liberalization are necessary to realize the full benefits
of the post-EC 1992 single market. Woolcock (1990)
asserts that the removal of barriers within the EC, in
conjunction with any growth, will directly benefit U.S.
firms with a presence in Europe. Yannopoulous (1990)
argues that the more decisive influence of eliminating
nontariff barriers in the EC will result in more direct
investment into the EC both by member states and third
countries. Finally, Winters (1992) argues that the EC
1992 program will have its main impact through
international trade.

Kumiharu Shigehara

In his article, “External Dimension of Europe
1992: Its Effects on the Relationship Between Europe,
the United States and Japan,” Shigehara examines the
impact of EC 1992 on the economic and financial
relationships among Europe, Japan, and the United
States. He asserts that the external effects of the EC
1992 program depend significantly on the magnitude of
the so-called growth bonus associated with the single
market and on the future course of the EC’s trade and
financial policies regarding the rest of the world.

Shigehara states that trade diversion away from
non-EC producers toward EC producers is an
inevitable result of the single-market initiative. He
states that this diversion will occur because higher cost
producers within the EC will benefit from the
elimination of internal EC barriers. He argues that
trade will be diverted even if, as the EC Commission
maintains, the average level of external protection for
the EC remains unchanged. Shigehara notes that a key
question for non-EC producers is the extent to which
the trade diversion will be offset by expansion of
extra-EC trade as a result of faster income growth
linked to the integrated market. As a rough estimate,
Shigehara points out that his calculations suggest that
EC imports from the rest of the world will decline by
24 percent as a combined result of both the
trade-diversion effect and the expected growth effect of
the EC 1992 program.

24

Shigehara raises several concerns about the
single-market initiative. First, he is concerned about
how industrial reorganization will proceed in the EC.
He notes that an essential source of increased
efficiency and competitiveness will be the achievement
of greater scale economies as the number of EC firms
is reduced in certain industries. He wonders if
long-term economic benefits may be subordinated te
short-term sociopolitical requirements in individual
countries or regions that may be losers in the process.
Second, he is concerned about the actual degree of
protection present in the EC market. He points out that
nontariff barriers such as voluntary export restraints,
antidumping actions, and industrial subsidies seem to
be on the rise. This raises the concern about the
credibility of the EC’s policy of not raising the overall
level of protection in effective terms. Third, Shigehara
notes that there is a risk that the EC’s trade policy may
distort the international flow of direct investment and
thus impede the efficient allocation of worldwide
resources.

Shigehara also discusses the external financial
aspects of the EC 1992 program. He notes that two
essential elements of the single market are the
liberalization of international capital flows and the
freedom of banks to provide a wide range of financial
services within the EC. He asserts that the economic
gain from such actions in the EC should come largely
from increased competition, including competition
from foreign banks. He points out that one aspect of
the EC’s external policy that has given rise to concern
in both the United States and Japan is the treatmentrof
foreign banks in the EC after 1992. In particular, the
main concem is the “reciprocity clause” in the Second
Banking Coordination Directive. The final version of
the Second Banking Coordination Directive stipulates
that whenever it appears that a country is not granting
EC banks equivalent access in that country’s market,
the EC Commission may initiate procedures to remedy
the situation or, in certain cases, may limit or suspend
the request for an EC banking license. Shigehara
points out that it is not clear how the EC’s principle of
reciprocal national treatment will be implemented in
specific circumstances after 1992. However, in
connection with the Second Banking Coordination
Directive, Shigehara notes that many in the United
States support eliminating the current restrictions on
interstate banking in the United States, since doing so
would improve the international competitiveness of
U.S. banks and position them more advantageously for
the post-1992 EC.

Robert Shelburne and Gregory Schoepfle

In their article, “The European Community 1992
Program and U.S. Workers,” Shelburne and Schoepfle
discuss the major themes brought out in a conference
on the topic of European economic, political, and
social integration and its implications for U.S. workers.
They note that the creation of a single market in the EC
will alter both the structure and the volume of U.S.
exports and imports, and thus cause some U.S. workers
to face job dislocations and give others increased
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opportunities. Another area of concern is that the EC
1992 program will make the EC an attractive place to
invest and could thus displace investments in the
United States.

It was suggested at the conference that the impact
of EC 1992 on U.S. trade flows and the U.S. labor
market is likely to be only minor to moderate. In
particular, the overall decrease in U.S. exports to the
EC in the near term is projected to be 2.4 percent
because of the likely increase in trade within the EC as
the single market is liberalized. In the longer term,
however, increased growth in the EC is also likely to
result.in increased trade with the United States. The
consensus at the conference was that the United States
will likely face increased competition because of the
EC 1992 program but that significant changes in
aggregate U.S. employment and wages are unlikely.
However, some unskilled U.S. workers may experience
a small decline in employment and wages,

Three individual sectors were singled out at the
conference for further analysis: automobiles,
electronics, and mass media and entertainment. These
sectors were chosen because they typify various
potential trade problems, not because they are the
sectors most likely to be affected.

The automobile industry is of particular interest
because it is subject to a number of EC regulations that
are discriminatory in nature. For example, many EC
countries have import quotas on Japanese cars. The EC
is planning to replace these national quotas with new
nationally-based limits and with a Community-wide
restriction. It was pointed out at the conference that the
main issue of concern to U.S. labor is whether cars
assembled in the United States that use Japanese
components are to be included in the EC’s quota on car
imports from Japan. It was argued at the conference
that as long as imports from the United States do not
disrupt the EC market, they are likely to be exempt
from the restrictions.

According to conference participants, workers in
the US. electronics industry are concemed about
developments in the EC because the EC is their largest
export market and numerous discriminatory trade
practices have been implemented. Discussion focused
on the semiconductor market, because several EC
policies might decrease U.S. employment in that sector.
In particular, several policies would have the net effect
of requiring U.S. firms to establish plants within the
EC despite current excess capacity in the United States.
A couple of examples include high EC tariffs on
semiconductors (14 percent) and the proposed high

level of EC content required to win EC government

contracts.

The entertainment and mass media industries were
discussed at the conference because there are several
ways in which policies resulting from EC 1992 could
harm U.S. employment in these industries.
Specifically, the EC has passed a directive requiring
broadcasters to preserve at least 50 percent of the
programming for European works “where practicable.”

However, the overall conclusion of the conference was
that the so-called Broadcast Directive would not
significantly affect U.S. employment in these industries
for several reasons. First, EC production capacity will
be strained to keep up with the demand for new
programming as the Europeans introduce new
television channels, and sizable imports will be needed ..
to satisfy this demand. Second, EC programs are not
likely to become popular in the United States, because
U.S. consumers have an aversion to dubbed or subtitled
programming.  Finally, the conference participants
concluded that the large market for English-language
entertainment will continue to maintain demand for
U.S. firms. Given this growing market, U.S. firms are
likely to maintain an advantage over their European
counterparts because in general the former are
perceived to produce higher quality programming.

Melville Ulmer

In his article, “The Impact of 1992 Europe on the
United States’ Economy,” Ulmer addresses the
economic impact of the single-market initiative—in
particular, its impact on the United States. He points
out that each of the EC countries still has a tangle of
rules and regulations pledged to be swept away at the
end of 1992,

Ulmer has several concerns. He asserts that
Europe has always tolerated large industrial cartels,
which he claims are extending across the EC’s internal
national borders. Also, he notes that the original and
fundamental reason for establishing the EC was to
provide for free trade within the Community. He states
that no specific mention has been made of external
barriers to trade. He notes that the EC Commission has
indicated that it will consider this issue after 1992, but
meanwhile, imports from nonmembers face formidable
obstacles.

Ulmer notes that, with the completion of the single
market, Western Europe can hardly help but grow more
prosperous. As a consequence, the United States may
find better markets for its exports. According to
Ulmer, the EC’s plans have shown little evidence to
suggest more liberal trade with the rest of the world.
Ulmer wonders whether the EC will use the same
“predatory” formula in trade with the United States as
he claims Japan did, given the EC’s new-found
common tariff wall. He points out that in the 1980s
exports to the United States from the EC rose
significantly while exports from the United States to
the EC rose less. Moreover, he points out that the EC
restricts its public procurement and subjects many of
its imports to high tariffs, quotas, local-content
requirements, and various quality standards.

Ulmer for several reasons does not think that a
“fortress Europe” will emerge; however, he argues that,
on the evidence, one cannot rule out Ssome
approximation of that outcome. He concludes by
pointing out that there is a common realization on both
sides of the Atlantic of mutual dependency, and he

- hopes that on balance the EC 1992 program will

benefit both the EC and the United States.
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Richard Baldwin

In his article, “Factor Market Barriers Are Trade
Barriers: Gains From Trade From 1992,” Baldwin
argues that trade barriers in markets for factors of
production (e.g., labor and capital markets) can raise
the operating costs of multinational corporations
(MNC) and consequently raise the cost of intrafirm
trade. For example, the employment of foreign
nationals in management or skilled positions is
frequently subject to restrictions, higher levels of
taxation, and bureaucratic delays. In addition, there are
several restrictions and costly regulations governing
the control and ownership of assets by foreign firms.
Furthermore, differences in laws concerning patents,
licensing, franchising, and other forms of vertical
integration can inhibit trade-related MNC activity. The
net effect of these barriers is to raise the cost of
providing downstream services where the local firm
has foreign ownership.

Factor market trade liberalization, as envisioned in
the EC 1992 program, can result in gains from trade,
even in goods currently traded freely. Moreover, one
empirical implication of his analysis is that the
Cecchini Report underestimates the true gains from
trade due to the 1992 program because the EC
Commission did not take into account the effect that
factor market barriers have on MNC and intrafirm
trade. '

Alexis Jacquemin and André Sapir

In their article, “Europe Post-1992: Internal and
External Liberalization,” Jacquemin and Sapir (1991)
assert that a combined internal and external
liberalization is necessary to realize the full gains of the
post-EC 1992 single market. Moreover, they note that
the combination of internal and external liberalization
may be superior to internal liberalization alone if the
external aspects exert an appreciable competitive
impact.

In one of their earlier papers, they find empirically
that only imports from outside of the EC exert a
significant competitive effect on EC profit margins.
They also point out that other researchers have
concluded that the elimination of intra-EC barriers
should increase extra-EC imports more than intra-EC
imports. Hence, they state that the main competitive
pressure, both actual and potential, will come from the
rest of the world rather than from the EC. :

Stephen Woolcock

In his article, “U.S. Views on 1992,” Woolcock
examines the impact of the single-market initiative on
U.S. trade. He states that the removal of barriers
within the EC, in conjunction with any growth, will
directly benefit U.S. firms with a presence in Europe.

" He points out that U.S. MNCs stand to gain more from

EC 1992 than do smaller companies with no EC

presence. He argues that this situation creates -

“insiders” and “outsiders.” He asserts that the insiders
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are very positive about EC 1992 and have difficulties
with only a few areas. On the other hand, he states that
outsiders generally are more skeptical, if not negative,
about the 1992 process.

Woolcock addresses several other issues that have
arisen from the EC 1992 process. He notes that U.S.
financial institutions feared the reciprocity provisions
of the Second Banking Coordination Directive. The
EC modified its original provisions and reassured the
United States that the EC Commission would not
demand mirror image legislation. He points out that
action by the EC helped ease the tensions in the United
States about a potential “fortress Europe.” He notes
that another area of concern is the idea of forced
investment in the EC. He states that some U.S. firms
feel under pressure to invest in the EC when they
would not otherwise do so. Woolcock points out that
this problem is generally not felt by insiders but that
future tensions are more likely to come from outsiders
or from U.S.-based Japanese firms that export products
to the EC.

Woolcock notes that there is general support for
opening public procurement markets. However, he
states that there is concern with the third-country
provisions for the excluded sectors. These provisions
require 50-percent EC content and provide for a
3-percent EC price preference. He notes that the
United States has difficulty accepting these provisions,
but in return for easing them the EC wants the United
States to liberalize its state and local procurement
practices. He points out that the United States’
reluctance to implement this proposal could precipitate
trade tensions.

George Yannopoulous

In his article, “Foreign Direct Invesiment and
European Integration: The Evidence From the
Formative Years of the European Community,”
Yannopoulous examines the expected impact of the EC
1992 program on foreign direct investment in the EC.
He asserts that the more decisive effect of eliminating
nontariff barriers in the EC will be increased direct
investment into the EC by both member states and third
countriecs. He states that given the nature of
eliminating nontariff barriers within a customs union,
the trade-diverting effects of EC 1992 should be less
than the elimination of a tariff of equivalent size.l
Also, he points out that with the decrease in market -
fragmentation, firms will be more eager to carve out
new markets for themselves as a defense against rivals
from other countries. However, he notes that the
increase in uncertainty about future market access after
completing the single market can encourage strategic
investment in the EC and result in excess capacity
inside the common market.

!'This occurs because when nontariff barriers are
eliminated for member trade in a customs union, the rest of
the world can also have access to the benefits arising from
their removal.

26



L. Alan Winters

In his article, “The Welfare and Policy Implications
of the International Trade Consequences of ’1992’,”
Winters argues the EC 1992 program will have its main
impact through international trade. Winters asserts that
given the difficulty of quantifying the effects that trade
diversion caused by EC 1992 may have on imports
from outside the EC, the EC Commission’s estimate of
2.5-percent trade diversion of non-EC imports is too
high. He states that the EC Commission has stressed
the need for increased competition within the EC and
has pursued the internal competition provisions of the
EC 1992 program fairly vigorously. He argues that the
most effective competition comes from outside the EC,
and therefore, fortress Europe must not emerge.

27
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CHAPTER 3
IMPLEMENTATION

Developments Covered in the
Previous Reports

As the EC Commission, Parliament, and Council
complete more and more of - their work on
single-market measures, the issue of implementation of
those measures by EC member states assumes greater
importance.  Some internal-market measures are
regulations, recommendations, and decisions, which
generally take effect immediately upon their issuance
in all affected member states, but the vast majority of
measures are directives, which take effect only when
they are “transposed” into member-state law.

A member state generally transposes an EC
directive in one or more of three ways: (1) legislation
passed by the national parliament, (2) a decree issued
by the head of government or a government minister,
and (3) a circular issued by a government minister or
department.!  The correspondence between EC
language and national language need not be exact,
because an EC directive is binding only in the result to
be achieved and leaves the exact wording of an
implementing law to each member state.2 However, in
some cases a member state considers the measure it has
passed to be a proper way to implement, and the EC
Commission disagrees. This disagreement is most
acute in the case of administrative circulars, which
often lack legally binding effect, thus leading the EC
Commission to find them inadequate as
implementation measures.3

Once the basic law or decree is issued, it must
often be supplemented by administrative regulations
“that aid in enforcing the law. Moreover, government
officials at the central, regional, and local levels must
carry out the laws, decrees, and regulations properly.
The EC Commission is becoming concerned about the
stage beyond implementation, which can be called
application, in which member states actually apply the
implementing laws they have gassed.“ Application
must. be uniform across the EC. :

! EC Commission official, Directorate General (DG) XV,
interview by USITC staff, Brussels, Jan. 21, 1991.

2See, for example, Commission v. Italian Republic, Case
No. 262/85, [1987-88 Transfer Binder] Common Market
Reporter (CCH), par. 14,518, p. 18,963 (1987).

3 EC Commission official, DG XV, interview by USITC
staff, Brussels, Jan. 21, 1991,

4 Member states “must not only adopt the necessary
transposition measures but, above all, ensure that the
Community rules are complied with.” EC Commission,
Report of the Commission to the Council and the European
Parliament on the Implementation of Measures for ‘
» C;gmpleting the Internal Market, SEC (91) 2491, Dec. 19,
1991, p. 1.

3EC Commission official, DG III, interview by USITC
staff, Brussels, Jan. 22, 1991.

Failure at any point in that chain of implementation
to carry out the letter and spirit of ‘the EC’s directives
can reduce the effectiveness of the 1992 program. One
industry source opined that it will take two generations
to truly implement the single market, because so many
complex problems and disputes will need working out.
The EC Commission uses such instruments as
infringement proceedings under article 169 of the
Treaty of Rome and information dissemination to
encourage implementation. The European Parliament

~ has warned that failure of member states to ensure the

completion of the integration program by the end of
1992 “will have serious repercussions on the
Community’s future progress towards a European
Union.”®

Developments During 1991

General Status of Implementation
As of December 18, 1991, 56 of the 136

single-market directives for which the implementation

deadline has passed had been fully transposed by all
member states. The status of implementation has
improved since June 1991, when only 37 directives had
been fully implemented.” EC Commission President
Jacques Delors has stated that transposition of
directives by member states is accelerating.’

However, the EC has stated that member states are
finding it difficult to transpose into national law the
most recent directives and has warned that the entry
into force of increasingly complex directives may lead
to increasing delays in implementation. The EC
Commission, which is charged with monitoring
implementation, intends to continue keeping a close
waich on the progress of implementation. One
encouraging sign the EC Commission has seen is a
decline in the number of instances in which member
states have failed to comply with judgments of the
European Court of Justice concerning lack of
implementation.?

As discussed in the previous report;1 the EC
Commissi_on employs a variety of methods to

¢ European Parliament, Resolution on the Sixth Annual
Report to the European Parliament on Commission
Monitoring of the Application of Community Law—1988, OJ
No. C 231 (Sept. 17, 1990) p. 232.

7EC Commission, Report of the Commission to the
Council and the European Parliament on the Implementation
of Measures for Completing the Internal Market, SEC (91)
2491, Dec. 19, 1991, p. 3, Annex IV; U.S. Department of
State Telegram, March 18, 1992, Brussels, message reference
No. 03831.

8 Jacques Delors, “1992: Une Année Charniére,” speech
presenting the EC Commission’s Work Program for 1992 and
the Delors II Package to the European Parliament, Feb. 12,
1992, p. 2.

9 EC Commission, Report on Implementation, pp. 1
and 3.

19U.S. Intemational Trade Commission, The Effects of
Greater Economic Integration Within the European
Community on the United States: Third Followup Report
(investigation No. 332-267), USITC publication 2368, Mar.
1991, p. 1-7.
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encourage member-state implementation. Those efforts
have continued over the past year. The EC Commission
conducts regular meetings, approximately every 2 to 3
months, with member-state governments on a bilateral
basis. These meetings address implementation problems
and alert member states to upcoming directives. The
Council of Ministers met twice in 1991 to review the
status of implementation. The EC Commission considers
that involvement of high-level policymakers in the
process prompted France, Italy, Greece, and Spain to
increase their efforts.]! The EC Commission also
regularly publishes detailed statistics on the status of
implementation!2 and includes them in its Celex and
INFO 92 computerized data bases. Publicizing those
figures puts pressure on member-state governments to
improve their implementation record. The EC
Commission secks to make available the texts of
implementing measures but has been hampered by the
large volume of measures, language difficulties, and the
need to view the measures in the context of national
law.13 Further, the EC Commission wishes to continue its
exchange program whereby officials of different member
states can meet to discuss problems in implementation.
The exchange program exhausted its funds in 1991, but
the EC Commission hoped to relaunch it in early 1992.14

One problem not directly addressed by the EC
Commission is the danger that a member state may fail
to enforce the implementing legislation it has passed.
After a member state is considered to have transposed
an EC directive into national law, the EC Commission
does not monitor compliance with the national
legislation. At this stage, the EC is willing to respond
to complaints that there is a problem with the
implementing legislation. The EC would then take the
problem up with the member state.!5

Recent judicial decisions have strengthened the
authority and discretion of the EC Commission in its
dealings with member states. The European Court of
Justice held in Star Fruit Co. SA v. EC Commission
that the EC Commission cannot be compelled to bring
an infringement action against a member state for
failure to comply with treaty obligations.!® In another

" The EC Commission particularly noted with approval
that the French Government has taken steps to prepare its
administration for upcoming EC developments. EC
Commission, Report on Implementation, p. 15.

'2The EC Commission’s sixth annual report on
implementation of the White Paper was issued in June 1991.
The seventh report is expected to be available in May or June
1992. EC Commission official, interview by USITC staff,
Oct. 1991. v

1>EC Commission, Report on Implementation, p. 13.

'*EC Commission official, interview by USITC staff,
Oct. 1991.

'SEC Commission official, interview by USITC staff,
Oct. 1991.

' Plaintiff sought to require the EC Commission to
challenge, under article 169 of the Treaty of Rome, France’s
regime governing the banana market. Case 247/87 [1991],1
CESC 273; Common Market Reporter, (CCH), Apr. 18, 1991,
p-5.
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case, the Court of Justice upheld the EC Commission’s

- authority under article 90 of the Treaty of Rome to issue

directives limiting the rights of public entities in the
interest of greater competition. In rejecting France’s
challenge to EC Commission Directive 88/301
concerning telecommunications terminal equipment, the
Court found that the EC Commission could take such”
action in the absence of action by the EC Council, and
without the need to invoke article 169.17 Finally, the
Court recently provided member states with additional
incentive to implement directives through its ruling that a
member state’s failure to comply with EC law can entitle
a party injured by such noncompliance to damages.!8

Implementation in Selected Sectors

According to the EC Commission, the problems of
implementation arise mainly in the area of technical
frontiers, such as standards, because many of the other
measures, such as those concerning customs matters,
are directly applicable without the need for
implementation. However, the EC Commission has
received reports that authorities in Belgium, Denmark,
and Greece are continuing to carry out border checks
on means of transport, in violation of the relevant EC
directive.! In the area of veterinary and plant health
controls, the rate of implementation has been generally
good, although compliance with some recent EC
directives has been “patchy,” especially on the part of
Belgium, Luxembourg, Ireland, and Italy. The EC
Commission stresses that member states must not only
pass implementing legislation, but must also apply the
law through plans for eradication of diseases, adequate
inspections, agreements with nonmember countries,
and information-exchange networks.20

In the area of technical frontiers, implementation
rates range from 65.1 percent for technical regulations
to 37.5 percent for banking measures. Implementation
of measures on technical harmonization and standards
is proceeding well, except with regard to directives on
the new approach to standardization, vehicle emissions,
and foodstuffs. As to new approach directives, only
Denmark, Germany, and the United Kingdom met the
deadline for implementing the Construction Products
Directive. ~ Luxembourg has been very late in
implementing the Toy Safety Directive, as have been
Germany, Luxembourg, the Netherlands, Portugal, and
the United Kingdom with respect to the directive on
pressure vessels.2!

Sectoral approximation of laws is proceeding to the
EC Commission’s satisfaction as to motor vehicles and

V" France v. EC Commission, Case 202/88 (niot reported),
Jjudgment delivered Mar. 19, 1991; Common Market
Reporter (CCH), Apr. 4, 1991, p. 1. The article 90 dispute
was also discussed in USITC, The Effects of Greater
Economic Integration Within the European Community on
the United States: Second Followup Report (investigation
No. 332-267), USITC publication 2318, Sept. 1990, p. 1-6.

*® Francovich and Bonafici v. Italian Republic, cited in
EC Commission, Report on Implementation, p.3.

;: IE.C Commission, Report on Implemensation, p. 3.

bid.

2 Ibid., p. 6.
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pharmaceuticals, but measures on foodstuffs have not
been implemented by all member states. Rules on public
procurement and workers’ movements are also not in
compliance with EC rules in some member states.2

Banking has shown the worst rate of
implementation, largely because of Italy, Greece, and
Luxembourg. The directives on accounts of banks and
branches are of most concern, whereas implementation
is proceeding well with regard to the directives on own
funds and the solvency ratio. Insurance and capital
movements measures are proceeding well, but most
securities directives are not. Directives on company
law, intellectual property, and taxation are being
implemented, but more work is needed in some
areas.?

Implementation by EFTA Countries

Under the European Economic Area (EEA)
Agreement signed on October 22, 1991, the countries
of the European Free Trade Association (EFTA)?4 have
undertaken to transpose into their own laws most of the
directives issued by the EC, including the 282
single-market measures. The EEA Agreement contains
exceptions, mainly with respect to measures relating to
the Common Agricultural Policy. The new regime also
includes special arrangements for certain sectors, such
as food, fish, energy, and coal and steel, and some
countries may obtain derogations to delay their
implementation obligations.Z5 ~ Although the EEA was
to come into effect on January 1, 1993, a dispute in the
EC over the legal effect of the agreement put the
arrangement temporarily on hold, and consequently the
implementation process may be significantly delayed.

The Record of Individual Member States

Belgium

According to the EC Commission, Belgium had as
of December 10, 1991, transposed 95, or 73 percent, of
130 applicable directives.26 In response to the need to

ZThe rate of implementation varies from member state
to member state. Of the 16 foodstuffs directives in force,
Denmark has transposed 15, Greece 15, France 14, Belgium
13, with Ireland having the largest backlog. EC Commission,
Report on Implementation, pp. 8-10.

B1bid., pp. 10-12.

%The countries are Austria, Finland, Iceland,
Liechtenstein, Norway, Sweden, and Switzerland. David
Martin, Vice-President of the European Parliament, “The
European Economic Area and Its Implications for: the
European Community; the European Free Trade Association;
Eastern Europe; and World Trade,” address, Nov. 11-14,
1991.

% Jacques Delors, “European Community and EFTA: the
European Economic Area Becomes a Reality,” Target
92—Monthly Newsletter on the Single Internal Market,
Nov.-Dec. 1991.

26EC Commission, Report on Implementation, Annex IV,
The number of applicable directives differs among member
states, because not all directives affect every member state.
Also, some member states have obtained derogations, or
extensions of time, for implementing certain directives. See
Appendix C.

accelerate implementation, the Belgian Government
created in 1987 a State Secretariat for Europe 92.27
Belgium has encountered a number of obstacles to rapid
implementation. One difficulty is the lengthy process
needed for the codification of laws. This problem is
exacerbated because in some areas, such as veterinary
and  phytosanitary  regulations, Belgium is
simultaneously transgposing EC directives and codifying
its own legislation.2

Also important is the increasingly decentralized
structure of Belgium, which continues to hamper
effective implementation. The three regions of
Flanders, Wallonia, and Brussels must pass separate
laws in order to fully implement each directive. The
EC Commission has brought a number of infringement
actions against Belgium in the Eur Court of
Justice. Belgium’s defense, which the Court has
frequently ruled inadequate, is that the central
government has little control over the regions.
Particular areas of concern about failure to implement
are the environment, education, and culture.29

Denmark

The EC Commission found that by December 10,
1991, Denmark had transposed 122 out of 129
applicable directives, or 94.5 percent.3® Denmark
continues to hold the best record among member states
for implementation.3! This is true even though normal
legislative procedures are used to implement EC
directives and no special provisions for rapid
consideration exist or are thought necessary.32 The
Danish Parliament keeps in close contact with the
ministries during the negotiation and adoption of a
directive in Brussels, thus insuring that the
Government as a whole is committed to directives
when they are adopted. The EC Commission has found
that Danish implementation is timely and that Danish
transposition measures conform to the corresponding
EC directives.33

The cost of Denmark’s welfare system will not
allow the Danish Government to reduce its level of
value-added taxes (22 percent) to match that of the EC
in general (average of 9 percent) and Germany in
particular (15 percent). Because of this disparity,
Denmark has been granted a derogation from certain
single-market directives to allow a continuation of

Z1U.S. Department of State Telegram, Dec. 20, 1990,
Brussels, message reference No. 19123.

2 Implementing legislation is published in the Moniteur
Belge, the Belgian official gazette, and becomes effective 15
days to 2 months after publication. Ibid.

B U.S. Mission to the European Communities, interview
by USITC staff, Oct. 1991.

WEC Commission, Report on Implementation, Annex 1V.

31 U.S. Department of State Telegram, Nov. 1, 1991,
Copenhagen, message reference No. 07658.

32 U.S. Department of State Telegram, Jan. 18, 1991,
Copenhagen, message reference No. 00453.

3 EC Commission, Eighth Annual Report to the
European Parliament on Commission Monitoring of the
Application of Community Law—1990, COM (91) 321, Oct.
16, 1991, p. 275. '
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quantitative restrictions on travelers’ img)orts of beer and
tobacco products after January 1, 1993.34

France®

France had transposed, as of December 10, 1991,
117 of 131 applicable directives, or 89.3 percent.36
According to the EC Commission, France took
effective steps in 1991 that resulted in a significant
improvement in its rate of transposition of EC
directives into national law.3

Germany3®

The EC Commission found that as of December
10, 1991, Germany had transposed 99 of 130
applicable directives, or 76.1 percent.3® The German
Government is expected to seek passage in the first half
of 1992 of major legislation implementing the EC
financial directives, including the Second Banking
Directive.40

The federal nature of the German regime continues
to complicate the issue of implementation in Germany.
The conference on political union held at Maastricht
raised concerns among the German states, or Linder,
about their own authority. The Linder want to
preserve the powers they currently hold over such areas
as education, and are secking to have a strong
subsid‘itz{rity clause added to any agreement on political
union.

Greece*?

According to the EC Commission, Greece had by
December 10, 1991, transposed 102 of 127 applicable
directives, achieving a transposition rate of 80.3
percent3> The EC Commission has indicated that
1991 saw a significant improvement in Greece’s
implementation record.** Generally, Greece imple-

34 U.S. Department of State Telegram, Nov. 18, 1991,
Copenhagen, message reference No. 08047.

35 Implementation in this member state was discussed
extensively in USITC, EC Integration: Third Followup,
USITC publication 2368, Mar. 1991, p. 1-11.

36EC Commission, Report on Implementation, Annex IV.

37 EC Commission, Sixth Report of the Commission to the
Council and the European Parliament Concerning the
Implementation of the White Paper on the Completion of the
Internal Market, COM (91) 237, June 19, 1991, p. 5.

38 Implementation in this member state was discussed
extensively in USITC, EC Integration: Third Followup,
USITC publication 2368, Mar. 1991, p. 1-12.

39EC Commission, Report on Implementation, Annex IV.

40U.S. Department of State Telegram, Oct. 24, 1991,
Bonn, message reference No. 30167.

41U.S. Embassy official, Bonn, interview by USITC
staff, Nov. 27, 1991. Subsidiarity is an EC doctrine under
which European and national authorities limit their exercise
of power, leaving as much power to local authorities as
possible.

42Greek implementation was discussed in detail in
USITC, EC Integration: First Followup Report, USITC
publication 2268, Mar. 1990, pp. 1-24 to 1-26.

43EC Commission, Report on Implementation, Annex IV.

4“4 EC Commission official, interview by USITC staff,
Oct. 1991; EC Commission, Sixth Report, p. 5.

mentsadirective by incorporatin§ the text of the directive
word for word into Greek law.4

Ireland

By December 10, 1991, Ireland had transposed 94
of 129 applicable directives, or 72.8 percent.*® The EC
Commission has found that Irish implementation is
frequently tardy and that Ireland has attempted to
implement directives by issuing administrative
circulars, which lack the formality of laws or decrees
desired by the EC Commission. When a directive is
transposed, its entire text is generally incorporated into
Irish law.?’

Italy*®

According to the EC Commission, as of December
10, 1991, Italy had transposed 70 of 131 applicable
directives, yielding a rate of implementation of 53.4
percent, the lowest in the EC.4° In principle Italy deals
efficiently with implementation through its annual
omnibus bill, formulated under the so-called La
Pergola procedure. This bill collects all outstanding
directives and implements them at once. In practice,
additional steps are needed even after the bill is passed.
Sources indicate that implementation continues to lag.
According to the EC Commission, pressure to improve
implementation is rising from various sources
including the EC, Italian firms, and the Italian public.50
EC Commission President Jacques Delors has
suggested that Italy’s failure to properly implement
directives could prompt other member states to refuse
to allow Italian products into their markets.5!

In December 1990, the Italian Parliament approved
an omnibus bill authorizing the incorporation of 132
EC directives into Italian law. This bill provided a
period of 1 year (ending January 27, 1992) in which the
competent ministries were to issue the necessary
regulations or decrees appropriate for the
implementation of the subject directives for the final
approval of Parliament. Few of these directives had
completed the process of implementation by the
beginning of 1992.52

The 1991 omnibus bill, which deals with 104
additional EC directives, including the Second Banking
Directive, was 5gassed by the Italian Parliament in
February 1992. As with the 1990 bill, approval

45 EC Commission, Eighth Annual Report, p. 278.

46 EC Commission, Report on Implementation, Annex IV.

4TEC Commission, Eighth Annual Report, p. 283. '

“3Jtaly’s implementation was discussed in detail in
USITC, EC Integration: First Follow-Up, USITC
publication 2268, Mar. 1990, pp. 1-20 to 1-24.

4 EC Commission, Report on Implementation, Annex IV.

% EC Commission official, interview by USITC staff,
Oct. 1991.

5! European Report No. 1742 (Feb. 8, 1992), Internal
Market p. 9.

52 J.S. Department of State Telegram, Jan. 17, 1992,
Rome, message reference No. 00980.

33 European Report, No. 1748 (Feb. 29, 1992).

34



signifies only the initial step in the lengthy process of
bringing Italy into compliance with the single-market
rules, since most of these directives will also require
appropriate implementing decrees or regulations.54

Luxembourg

As of December 10, 1991, Luxembourg had
transposed 88 of 128 applicable directives, or 68.7
percent.>®> The EC Commission has found that
Luxembourg is making a special effort to transpose
directives  correctly, generally by incorporating
virtus%lly the entire text of each directive into national
law.

Netherlands

According to the EC Commission, the Netherlands
had transposed by December 10, 1991, 96 of 130
applicable directives, for an implementation ratio of
73.8 percent.5’” The Dutch Ministry of Economic
Affairs is responsible for dealing with most of the
White Paper directives. Within that Ministry, the
Department of Internal EC Affairs coordinates the
implementation of those directives. Implementation is
done by ministerial regulation, framework law, or
ordinary law, depending on how much formality the
particular directive requires.

The Netherlands has achieved only a moderate
implementation rate, for a number of reasons. The
Dutch Government has proceeded cautiously because
of a desire to implement appropriately and effectively.
Further, the passage of implementing legislation has
been slowed by the addition of improvements and other
projects. In addition, the Dutch processes for passing
laws and regulations require the participation of
several advisory bodies, such as the Council of State
and the Social-Economic Council. This consultation
procedure reportedly can slow the pace of
implementation.

In order to pick up the pace, the Dutch Government
has instituted new procedures to require earlier
consideration of EC directives and streamlined review
procedures.’® Dutch Prime Minister Ruud Lubbers
recently asked Parliament to allow his government to
table implementing legislation either in one package or
in non-amendable batches. Parliament rejected this
proposal, but agreed to shorten the period of time

needed to consult with advisory bodies such as the

Council of State.5

The EC Commission has expressed concern that
Dutch law, which permits authorities to grant
significant exemptions, may allow authorities too much

34U.S. Department of State Telegrams, Jan. 17 and 28,
1992, Rome, message reference Nos. 00980 and 01550.

5EC Commission, Report on Implementation, Annex IV.

$EC Commission, Eighth Annual Report, p. 285.

57EC Commission, Report on Implementation, Annex 1V.

$8U.S. Department of State Telegram, Dec. 4, 1990, The
Hague, message reference No. 09411.

3 European Report, No. 1744 (Feb. 15, 1992), Internal
Market p. 18.

discretion in implementation. The EC Commission also
has noted that Dutch implementation sometimes takes the
form of plans, programs, and other nonbinding
instruments, which the EC Commission considers to be
inadequate %0

Portugal -

Portugal had by December 10, 1991, transposed
108 of 131 applicable directives, or 82.4 percent.5!
Portugal’s record has improved markedly in recent
months as Portugal has risen from near the bottom of
member states in implementation.52 This progress was
made in spite of the heavy backlog of preexisting
directives that Portugal had to implement upon its
accession to the EC. However, the EC Commission
has cautioned Portugal against its practice of
representing legislation that predates Portuguese
accession to the EC as implementation measures, in
disregard of the need to amend the legislation to
conform to EC requirements.53

Spain

The EC Commission found that as of December
10, 1991, Spain had transposed 100 of 129 applicable
directives, or 77.5 percent.%* In addition to White
Paper directives, Spain must implement all directives
issued prior to Spain’s accession to the EC. Spain has
10 years, untl January 1, 1996, to complete
implementation of this “Aquis Communautaire.”
Agriculture is the area in which Spanish
implementation has the farthest to go, and Spanish
authorities seek to accelerate implementation of
agricultural directives so that Spain can complete its
EC membership obligations before the 1996 deadline.
Health and safety matters are also of concern because,
although Spain is implementing EC directives in that
area, bureaucratic procedures -reportedly remain
cumbersome.85 However, Spain is seen as having
made significant progress since it joined the EC in
1986.% ~ Implementation of EC directives is not a
special problem for Spanish authorities, because
implementation is part of Spain’s general process of
liberalization that started with EC accession.57

As of December 1991, according to the Spanish EC
Secretariat, 168 EC single-market directives and
regulations were in force. Seven directives required no
Spanish action, and 44 directives were not yet due to be
implemented. Spain has been unable to transpose 25
directives on time.58

“EC Commission, Eighth Annual Report, p. 287.

¢! EC Commission, Report on Implementation, Annex IV.

€2U.S. Department of State Telegram, Mar. 14, 1991,
Brussels, message reference No. 03408.

@ EC Commission, Eighth Annual Report, p. 288.

% EC Commission, Report on Implementation, Annex IV.

% U.S. Department of State Telegram, Nov. 8, 1991,
Madrid, message reference No. 12898.

%U.S. Embassy official, Madrid, interview by USITC
staff, Oct. 1991. )

¢’ Spanish Ministry of Industry, Commerce, and Tourism
official, Madrid, interview by USITC staff, Oct. 1991.

% U.S. Department of State Telegram, Dec. 23, 1991,
Madrid, message reference No. 14714.
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United Kingdom®

As of December 10, 1991, the United Kingdom had
transposed 110 of 129 applicable directives, achieving
a rate of implementation of 85.2 percent.’0

Case Study in Implementation: the
Broadcasting Directive

In view of the importance of implementation to the
1992 program, it would seem desirable to report in
detail on how each White Paper directive is being
implemented in each member state. However, with
over 100 directives that should already have been
implemented in 12 member states, and with almost 200
more directives nearing the date for implementation,
any attempt to follow all implementing measures
would be unfeasible. Consequently, a small number of
key directives and member states have been selected
for detailed study. Although how one directive is
implemented may not indicate exactly how another will
fare, case studies do tend to illuminate the general
nature of, processes for, and problems associated with
implementation. One case study appears below. Two
others, covering the new approach to technical
standardization and public procurement, appear
respectively in chapter 5, “Standards, Testing, and
Certification,” and chapter 6, “Public Procurement and
the Internal Energy Market.”

The Text of the Broadcasting Directive

EC Council Directive 89/552/EEC of October 3,
1989, concerns “the coordination of certain provisions
laid down by law, regulation or administrative action in
Member States concerning the pursuit of television
broadcasting activities.”’! The directive covers a
number of topics related to television broadcasting,
including the promotion of independent television
producers and the restriction of advertising time and
content. The portion of the directive that has caused
the greatest concern among U.S. industry sources is
article 4. The first paragraph of that article provides—

1. Member States shall ensure where
practicable and by appropriate means, that
broadcasters reserve for European works,
within the meaning of Article 6, a majority
proportion of their transmission time,
excluding the time appointed to news,
sports events, games, advertising and
teletext services. This proportion, having
regard to the broadcaster’s informational,
educational, cultural and entertainment
responsibilities to its viewing public,

% Implementation in this member state was discussed
extensively in USITC, EC Integration: Third Followup,
USITC publication 2368, Mar. 1991, p. 1-16.

TOEC Commission, Report on Implementation, Annex IV.

10J No. L 298, (Oct. 17, 1989), p. 23. The text of the
directive was discussed in detail in USITC, Effects of EC
Integration, USITC publication 2204, July 1989, p. 6-22, and
USITC, EC Integration: First Followup, USITC publication
2268, Mar. 1990, p. 6-112.
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should be achieved pro%ressively, on the
basis of suitable eriteria.”?

Article 4 further provides that the EC content of a
member state’s broadcasting cannot be lower than the
level it reached in 1988, or 1990 for Greece and
Portugal. Member states are to report to the EC on the
EC content of their programming, and the EC
Commission will review article 4’s implementation 5
years after October 3, 1989, the adoption date of the
directive. Article 5 establishes a minimum level of 10
percent of broadcast time to be devoted to independent
producers, again “where practicable.”  Article 3
permits member states to pass stricter rules than those
contained in the directive.

Article 25 of the directive sets an implementation
deadline of October 3, 1991. By that date, all member
states were required to “bring into force the laws,
regulations and administrative_provisions necessary to
comply with this Directive.”’> Member states were
also required to promptly notify the EC Commission of
such implementation measures and to give that body
the texts of the main provisions of such measures.

Mandatory Versus Voluntary Implementation

U.S. industry sources characterize the
minimum-EC-content provision of article 4 as a quota
and tend to view it as a mandatory requirement for
member states.”4 EC officials assert that the provision
is voluntary, because it contains the phrase “where
practicable.” At the time the directive was issued, the
EC Commission and Council jointly declared that the
minimum-content provision was EC policy but not a
legal requirement. However, the EC Commission
reserves the right to propose more binding legislation
in its 5-year review under paragraph 4 of article 4.7

In spite of the EC’s assurances about the voluntary
nature of the minimum-content rule, one aspect of
article 4 is clearly not voluntary. By its terms,
paragraph 2 of the article requires that the EC content
of a member state’s broadcasting must not fall below
the average it attained for 1988.

7207 No. L 298, (Oct. 17, 1989), p. 26. Article 6 defines
the term “European work” to include television programs
produced entirely within the EC and some others such as
coproductions of EC and non-EC producers.

1bid., p. 30.

7 See, e.g., response, dated Oct. 18, 1991, of the Motion
Picture Association of America, Inc. (MPAA) to the
Commission’s notice of investigation No. 332-267, The
Effects of Greater Economic Integration Within the European
Community on the United States, 56 FR. 24411 (May 30,

.1991). Attached to the response was the Request of the

Motion Picture Association of America, Inc. for Designation
of the European C ity as a “Priority Country” Under
Section 182 of the Omnibus Trade and Competitiveness Act
of 1988, filed with the United States Trade Representative
(USTR) on Feb. 15, 1991. See also Los Angeles Times, Dec.
5,1990, p. F2.

75 European Report, No. 1528 (Oct. 4, 1989).
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The U.S. concem over the Broadcasting Directive
relates to the Uruguay Round of trade negotiations.
The United States has attempted to raise the issue of
trade barriers designed to protect national culture in the
Round, and the EC has opposed the move.’® Shortly
after the directive was adopted, the U.S. filed a
challenge to the directive’s minimum-EC-content
provision with the GATT.”’

Legal Implementation

France

France has been one of the strongest advocates of
minimum-EC-content requirements for television
broadcasting. Even before the Broadcasting Directive
was issued, France had a quota on the foreign content
of television broadcasting. On January 17, 1990,
then-Prime Minister Rocard issued Décrets (decreesg
Nos. 90-66 and 90-67 to implement the EC directive.”

France’s pre-existing broadcasting legislation,
which went into force in October 1986, required simply
that “a majority of movies and audiovisual works
broadcast on French networks be produced originally
in French and originate in the EC.”™ Decrees 90-66
and 90-67 supplement the 1986 legislation by setting
specific quotas, at higher levels than those called for by
the EC directive. Under the decrees, 60 percent of
transmission time and 60 percent of cinematographic
and audiovisual works aired are reserved for EC works.
Fifty percent is reserved for French works. Starting on
January 1, 1992, the quotas appl%to prime time as well
as to total transmission time. The decrees also
imposed new production and investment obligations on
all French regular and cable television networks,
including the requirement that those networks spend 15
percent of their net turnover on the production of
French programs and that they air 120 hours per year of
new French programs. 8!

The decrees engendered debate within the French
industry. Independent producers and private

SRequest of the MPAA; Los Angeles Times, Dec. 5,
1990, p. F2.

TTUSITC, EC Integration: First Followup, USITC
publication 2268, Mar. 1990, p. 6-114.

"8 Journal Officiel de la République Francaise, Jan. 18,
1990, p. 757; Request of the MPAA, p. 12. The decrees were
also signed by the Minister Delegate to the Minister of
Culture, Communication, Major Works, and the Bicentennial
in Charge of Communication, as well as by the Minister of
Culture, Communication, Major Works, and the Bicentennial.
Those officials are responsible for carrying out the decrees.

™U.S. Department of State Telegram, Nov. 26, 1991,
Paris, message reference No. 31939.

*0Décret No. 90-66, Jan. 17, 1990, Journal Officiel de la
République Frangaise, Jan. 18, 1990, p. 758, arts. 7-10.
Prime time is defined as between 6 p.m. and 11 p-m. each
day ;nd between 2 p.m. and 6 p.m. on Wednesdays. Ibid.,
art. 9.

¥ Décrets Nos. 90-66 and 90-67, Jan. 17, 1990, Journal
Officiel de la République Frangaise, Jan. 18, 1990, pp. 757
and 759; U.S. Department of State Telegram, Nov. 26, 1991,
Paris, message reference No. 31939.

broadcasters argue that France’s new broadcasting
legislation threatens their economic survival by
introducing broadcasting and production quotas that they
cannot comply with and that go beyond what is called for
by the EC directive. French artists, on the other hand,
want strictenforcement of the law. France’s three private
networks have stated that they will have no alternative but
to violate the quotas and pay the fines.32 One major
French television station that failed to meet the quota was
fined approximately $11 million.?3 Fines could result in
bankruptcy for loss-incurring La Cing and M6, which
barely meet the current broadcasting requirements. Their
goal reportedly is to survive until the 1993 legislative
elections in the hope that they will bring about a more
sympathetic government. After January 1, 1992, none of
the major networks are expected to come close to meeting
French broadcasting requirements during prime time,
with the exception of Government-owned FR3.34
France’s only profitable major television station,
private TF1, appealed to the EC Commission to protest
the increasing constraints on French programming.
Formal legal proceedings against the French
Government were cut short by a compromise between
the French Government and the EC Commission.
France agreed to lower to 40 percent its 50-percent
French broadcasting quota and to include European
fiction in its requirement that networks broadcast 120
hours of new French programming a year. The EC
Commission assured the French Government that the
other obligations stemming from the French decrees
could remain intact.85 According to the Motion Picture
Association of America, Inc. (MPAA), this approval is
important because the French quotas discriminate
against other EC countries as well as against non-EC
countries.% To incorporate the modified decrees into
French law, the Council of Ministers approved on
September 25, 1991, a new broadcasting bill. The bill
presented to the Senate in early November 1991 was
limited to the broadcasting quotas resulting from the
EC compromise. The new bill only makes reference to
the new 40-percent French and 60-percent “European”

(and no longer just EC) quotas, thus eliminating from-

the discussions all the other requirements. The Senate
approved the new bill on November 14, 1991,
reportedly under pressure from five unions and
associations of French artists, which actively promote a
strict enforcement of existing French regulations.8”

The passage of legislation probably will not end the
debate over quotas in France. The Communication
Ministry must issue decrees implementing the new bill.
Communication Minister Georges Kiejman is said to
be working on a reform of broadcasting and production
quotas adaptable to each network according to such

82U.S. Department of State Telegram, Nov. 26, 1991,
Paris, message reference No. 31939.

¥ Request of the MPAA, p. 13.

#U.S. Department of State Telegram, Nov. 26, 1991,
Paris, message reference No. 31939.

8 Ibid.

% Request of the MPAA, p. 13.

¥U.S. Department of State Telegram, Nov. 26, 1991,
Paris, message reference No. 31939.
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criteria as its turnover, its specific prime-time slots, and
its audience share. This solution of “flexible” quotas was
reportedly also favored by Prime Minister Pierre
Bérégovoy and could be included in future implementing
decrees. However, Minister of Culture Jack Lang
expressed opposition to the concept.38

Germany

Germany did not implement article 4 of the
Broadcasting Directive by October 3, 1991. The
immediate obstacle to implementation was a lawsuit
filed in the Federal Constitutional Court
(Bundesverfassungsgericht) by Bavaria. As a State, or
Land, of the Federal Republic, Bavaria argues that
television broadcasting is an activity governed by the
Linder and therefore is outside the jurisdiction of the
Federal Government. In any event, that Government
reportedly considers article 4’s requirements to be
voluntary rather than man and does not intend to
implement those requirements.®%

The United Kingdom

The United Kingdom had a quota of about 13
percent on foreign content already in place when the
directive was issued.?0 The British Government has
passed legislation implementing the directive.!
Implementation is being effected by a mixture of
administrative and statutory measures. Such issues as
reporting and licensing requirements for stations and
guidelines for reporting revenue are handled by
administrative circulars.”~ When statutory measures
were deemed necessary, they were included in the
Broadcasting Act of 1990.93

The 1990 broadcasting bill requires that “a suitable
proportion” of television programs broadcast in the
United Kingdom be produced locally and that a “proper
proportion” be of European origin. This requirement
formalizes an existing practice of limiting the number
of non-European programs on British television in
accordance with an informal local content quota

agreement. The provision’s practical effect may be to

relax those limits somewhat, given the EC’s “where
practicable” 50-percent quota. However, it does, for
the first time, formally impose legal quotas.?

In a 1991 auctioning of licenses for private
commercial Channel 3 TV, US. pressure was
successful in changing the British quota. In the United
Kingdom, foreigners may hold only minority
ownership of a license. In that instance, the tender
documents originally provided for a 75-percent

83 Ibid.

89U.S. Embassy official, Bonn, interview by USITC
staff, Nov. 27, 1991.

OUSITC, EC Integration: First Followup, USITC
publication 2268, Mar. 1990, p. 6-112.

92(J.S. Embassy official, London, interview by USITC
staff, Oct. 25, 1991.

%1 Request of the MPAA, p. 12.

93 Information provided by British Department of Trade
and Industry, Oct. 21, 1991.

94U.S. Department of State Telegram, Nov. 4, 1991,
London, message reference No. 20121.
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EC-content quota. After the United States protested, the
tender document was amended to provide for 50-percent
EC content, the same as in the Broadcasting Directive.
This British example will probably not be copied in other
EC member states, because they do not auction licenses
as in the United Kingdom.%5

Other Member States -

Some member states opposed issuance of the
directive. Denmark voted against it in Council because
the Danish Parliament did not recognize the EC’s
authority in the cultural field. Belgium also voted in
the negative. The Netherlands initially opposed the
directive, but voted affirmatively after the EC
Commission pledged to insure that other member states
did not violate Dutch law by broadcasting to Dutch

~ viewers.%

Belgium voted against the Broadcasting Directive
because its provisions were not, in the country’s view,
strong enough to protect the fledgling film industry in
Flanders. Since broadcasting is considered in Belgium
to be a cultural matter, it falls within the purview of
Belgium’s two communities, the Flemish and the
French-speaking. The Flemish and Francophone
regions have local-content broadcasting requirements
for private television stations operating in those areas.
The Flemish community amended its 1987
broadcasting decree on May 8, 1991, and the
Francophone community likewise amended its 1987
decree on July 19, 1991, to comply with the
Broadcasting Directive.?’

The EC has taken Wallonia to the European Court
of Justice concerning these requirements. Distributors
of U.S. films in Belgium, as well as distributors of
other films, are required by a Belgian court ruling to
supply copies of a new film to small theaters for
release within a few weeks of the showing of the film
by large theaters. Although this practice does not
discriminate against U.S. producers, the requirement
does increase their costs thro%gh their having to make
and supply additional prints. o

Ireland passed national legislation to implement the
Broadcasting Directive effective October 3, 1991. In
most respects, Irish law follows the language of the
directive.”® Italy, Luxembourg, Portugal, and Spain
have also passed legislation implementing the
directive.190 However, as of December 19, 1991, the

95U.S. Embassy official, London, interview by USITC
staff, Oct. 1991.

% European Report, No. 1528 (Oct. 4, 1989).

97 U.S. Department of State Telegram, Dec. 10, 1991,
Brussels, message reference No. 16220.

% U.S. Department of State Telegram, Oct. 30, 1991,
Brussels, message reference No. 14176.

9 U.S. Department of State Telegram, Jan. 30, 1992,
Dublin, message reference No. 00507.

100 Request of the MPAA, p. 12; EC Commission official,
interview by USITC staff, Oct. 1991.
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EC Commission stated that only the measures of Italy,
Luxembourg, Portugal, and the United Kingdom had
fully transposed the Broadcasting Directive. 101

Italy already had a 40-Percent quota in place when
the directive was passed.!®2 The Italian legislation
measures EC content according to percentage of total
feature films, rather than according to percentage of
transmission time, which is how the directive
operates.!®3  In August 1990, Italy passed a law
requiring that 40 percent of the broadcast time devoted
to feature films be reserved for European works, half of
which must be Italian.1% Over 3 years, the percentage
reserved for European works increases to 51
percent.105

In the Netherlands, implementation of the
Broadcasting Directive is overseen by the Media
Department of the Ministry of Welfare, Health, and
Culture (WVC). The Dutch Parliament is considering
“framework legislation” that would authorize the
changes to Dutch law needed to implement the
directive. The relevant statutes are the Media Act of
1987 and the Civil Code. A new article 71G of the
Media Act would help establish a Dutch national
commercial broadcast network. The Netherlands
already complies with most of the directive’s
provisions with respect to advertising. 106

The WVC considers the Netherlands to be
essentially in compliance with the minimum-
EC-content requirement. Article 54 of the Media Act
reads “The Foundation [of Dutch national
broadcasters] and the public broadcast organizations
devote at least half of their transmission time to
broadcasting of programs produced in house or
commissioned by them.”197 The WVC construes this
language as referring to programming of Dutch origin.
The Dutch intend to further conform their law to the
directive by amending article 54 to specify that the
quota applies to “European” production. Twenty
percent of the quota amount would be reserved for
works by producers independent of the national
broadcasters. The WVC attributes delay in Dutch
implementation of the directive to lengthy
parliamentary debates and procedures. The issues of
sponsorship and the establishment of a commercial
broadcast network accounted for much of the
debate. 108

Portugal passed a media law in July 1990. This
law provided for the establishment of the first two
commercial channels in the country, and, citing the
Broadcasting Directive, set up a quota requiring that 40

191 EC Commission, Report on Implementation, p. 11.

12 USITC, EC Integration: First Followup, USITC
publication 2268, Mar. 1990, p. 6-112.

10 Request of the MPAA, p. 11.

1% Law No. 223 of Aug. 6, 1990, Gazzetta Ufficiale,
Aug. 9, 1990.

105 Request of the MPAA, p. 13.

15 U.S. Department of State Telegram, Nov. 22, 1991,
'Ihell‘;l,ague, message reference No. 08873.

Ibid

106 [pid.

percent of programming must be in Portuguese. Thirty
percent of that percentage must be of Portuguese
origin,! -

Even before the directive was issued, Spain had a
quota on the foreign content of television
broadcasting.!10  In 1988, Spain passed legislation
requiring that 40 percent of commercial programming
must be of EC origin. Of that percentage, 55 percent
must be in Spanish. Moreover, 40 percent of
commercial films broadcast each month must be of EC
origin, half of which must be produced in Spanish.!!!
Spain also has restrictions on foreign ownership of the
three private television concessions allowed. These
restrictions are aimed at developing the local Spanish
program industry and encouraging Spanish-language
productions.  Although the principal Government-
owned television networks show more U.S. programs
than the quota restrictions on private channels would
permit, observers are concerned that the Government
networks may eventually attempt to limit non-EC
programming 1o a share comparable with the quota for
private television. Spain continues to enforce screen
quotas requiring cinemas to show 1 day of EC films for
every 2 days of non-EC films.!12

U.S. industry is concerned that the directive may
have effects even outside the EC. The directive is
based on the European Convention on Transfrontier
Television, which binds the 16 member states of the
Council of Europe and 2 other countries to provisions
similar to those in the directive.!!3 Turkey, which is
interested in joining the EC, is considering imposing a
75-percent quota for Turkish productions.

Implementation in Practice

When the directive was issued, EC Commission
Vice President Franz Andriessen stated that the
50-percent target would permit U.S. firms to actually
increase their exports because U.S. content of EC
broadcasting was then averaging 40 percent. However,
that average masks significant variations among
member states. French producers have at -times
accounted for 80 percent of French programming,
whereas other member states have tended to acquire
more than half their programming from outside the
EC.11* One survey found that, in 1988, 72 percent of

19 Request of the MPAA, p. 13.

UOUSITC, EC Integration: First Followup, USITC
publication 2268, Mar. 1990, p. 6-112.

1 Request of the MPAA, p. 13.

112U.S. Department of State Telegram, Nov. 8, 1991,
Madrid, message reference No. 12898.

'30n June 3, 1991, Cyprus became the 18th country to
sign the convention. Other countries that have signed but not
ratified are Austria, France, Greece, Hungary, Italy,
Liechtenstein, Luxembourg, Netherlands, Norway, Portugal,
Spain, Sweden, Switzerland, the United Kingdom, and
Yugoslavia. San Marino and Poland have ratified the
convention. U.S. Department of State Telegram, June 6,
1991, Strasbourg, message reference No. 00152; USITC, EC
Integration: Second Followup, USITC publication 2318,
Sept. 1990, p. 6-112.

14 Los Angeles Times, Dec. 5, 1990, p. F2.
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European television stations broadcast more than -

50-percent European content. 113

The MPAA claims that the issuance of the
directive, even before implementation, has hurt sales in
the EC, as European broadcasters become uncertain
about their ability to buy non-EC programs. According
to the MPAA, U.S. sales in France, the strongest
advocate of quotas, fell by 51.8 percent between 1988
and 1989, and one British television channel increased
the EC content of its programming by more than 200
percent. Similar trends were reported in Italy.!16

115 Byrean d’Informations et de Prévisions Economiques
(BIPE), European Programme Content in the Broadcasts of
European Television Channels in 1988 (Sept. 1989), cited in
Request of the MPAA, p. 20.

16 Request of the MPAA, pp. 10-11.
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- CHAPTER 4
ECONOMIC AND
MONETARY UNION—
IMPLICATIONS FOR THE
UNITED STATES

Background

The Rationale for Financial and Monetary
Integration

The initial impetus for European Economic and
Monetary Union (EMU? was largely political rather
than economic in nature.! According to the EC, pursuit
of EMU was necessary to safeguard the achievements
of the common market and ensure the continued
progress of EC integration towards the goal of
European union.2 )

However, there are also clear economic gains from
EMU.3 Eliminating tariffs on intra-Community trade
allows resources to be somewhat more efficiently
allocated within the EC. Eliminating exchange-rate
fluctuations among the member states goes one step
further in this direction by eliminating a potential
source of risk involved in foreign trade and investment.
The elimination of foreign exchange transactions in
intra-Community trade also involves a straightforward
reduction in transaction costs to EC companies (and
tourists).4 :

In terms of macroeconomic growth and stability, a
single currency may promote price stability by
allowing random international shocks to be absorbed
by a broad, diverse collection of member-state
economies rather than by the economy of a single
country. Income levels may be raised and stabilized by
reducing uncertainty concerning a country’s currency
value. Although it is true that a common EC currency
would still fluctuate against other world currencies,
including the dollar, these fluctuations would be
expected to be smaller than those of most of the 12
member states considered separately.’

History of Past Attempts®

The Treaty of Rome envisioned increasing
convergence in member-state economi¢ policies.

! WM. Corden, Monetary Union: Main Issues F acing the
European Community (London: Trade Policy Research
Centre, 1976), p. 2.

2 EC Commission, “European Unification: The Origins
and Growth of the European Community,” European
Documentation, Jan. 1990, p. 54. :

* More detail on the nature of these gains is given below.

* Michael J. Chriszt, “European Monetary Union: How
Close Is It?” Economic Review, Federal Reserve Bank of
Atlaglta, (Sept./Oct. 1991), pp. 21-27.

Ibid

6 Much of the material in this section was drawn from
Chriszt, “European Monetary Union,” pp. 21-27.

However, monetary union was not considered, since
member states were unwilling to give up their
sovereignty to the EC in setting monetary, budgetary, and
fiscal policies.” As observed by Chriszt—38

During the 1960s, however, dollar and
international payments crises led EC leaders to
give serious consideration to formal monetary
integration. Large fluctuations in member states’
exchange rates were beginning to jeopardize gains
from earlier progress toward more efficient and
profitable  commercial  transactions  among
members; monetary cooperation and integration
began to seem essential if the economic benefits of
being an EC member were to be preserved and
fostered.

In response to these crises, the EC Commission
requested the preparation of the October 1970 Werner
Report. The report proposed complete EMU by 1980,

~ with an initial stage aimed at reducing exchange-rate

fluctuations among the member states. However, the
collapse in 1971 of the Bretton Woods system of
linking most world currencies within a narrow band
against the dollar led to a revised system, the
short-lived Smithsonian Accord, which broadened the
range of currency movements against the dollar and
thus allowed EC currencies to fluctuate by as much as
9 percent against one another. To remedy this
situation, six EC members (Belgium, Luxembourg,
France, Italy, the Netherlands, and West Germany)
agreed in 1972 to a “joint float,” which continued after
the complete abandonment of fixed exchange rates in
1973. However, the oil crisis and general economic
turbulence at the time created differential pressures in
the member states for currency realignments,
exacerbated by a failure to coordinate domestic
monetary and fiscal policies. Plans for monetary union
were abandoned as unrealistic.

- The European Monetary System (EMS) was the
next attempt at coordination of currency movements in
the EC. The EMS began operation in 1979 (and is still
in effect), with all member states at the time, exeept for
Britain, participating in its main instrument, the
exchange-rate mechanism (ERM). All EC member
states, including the United Kingdom, joined the EMS
by depositing 20 percent of their gold and dollar
holdings into a central fund for an equivalent amount
of European currency units (ECUs). Spain and the
United Kingdom did not choose to enter the ERM—the
joint float that restricts the movement of member
currencies in relationship to each other—until 1989 and
October 1990, respectively. Portugal and Greece are
currently still outside the ERM.

The EMS provided for financing arrangements to
facilitate currency market intervention as well as
consultation among members conceming monetary
policies. The ECU was established as the benchmark

7 EC Commission, “European Unification: The Origins
and Growth of the European Community,” European
Documentation, Jan. 1990, p. 52.

¥ Chriszt, “European Monetary Union,” p. 22.
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for the ERM, with all participants fixing a central
exchange rate for their currency to the ECU, and

maximum deviations from that central rate of plus or .

minus 2.25 percent. Currently the British pound sterling
and Spanish peseta are permitted to fluctuate by 6 percent
above or below their central rates, whereas other member
currencies are restricted to 2.25-percent fluctuations.
The latter is referred to as the “narrow band.”

Although the early success of the EMS may have
been due in part to the use of capital controls,” these
controls, including restrictions on cross-country
investment flows, were marked for elimination by the
Single European Act of 1987. The intention was that
financial markets of the member states would become
fully integrated. The EC directive to fully liberalize
capital movements took effect on July 1, 1990.10

Spain, Portugal, and Greece may maintain certain '

restrictions until the end of 1992, and Greece and
Portugal may also have an additional 3-year extension
of the time limit if they feel unable to proceed with
liberalization, in particular because of balance-
of-payments difficulties or insufficient adaption of
their financial systems. Belgium and Luxembourg are
also allowed to maintain their double exchange market
(‘;%fglcial” market and “free” market) until the end of
1992.

Progress Towards EMU

Recent Historyl!

In mid-1988, a committee of European central
bankers, academics, and other financial professionals,
under the chairmanship of then EC Commission
President Jacques Delors, was established to propose a
mechanism for reaching EMU. The Delors Report,
submitted in April 1989, established a structure and
three-stage process for moving to full economic and
monetary union. Stage I began on July 1, 1990, and
required members to dismantle all controls on capital
movements (as mentioned above) and to strengthen
economic and monetary policy coordination.

More difficult to achieve will be the final two
stages toward monetary union, due to begin January 1,
1994. Stage II will be a transition period during which
exchange rates between member countries would be
fixed except for “exceptional circumstances” and a
European System of Central Banks would be
established, modeled after the U.S. Federal Reserve

9 “IMF Study Highlights Main Issues in EC Economic
and Monetary Union,” IMF Survey, Jan. 7, 1991, p. 6.

10 For more information on this directive, see U.S.
International Trade Commission, The Effects of Greater
Economic Integration Within the European Community on
the United States (investigation No. 332-267), USITC
publication 2204, July 1989, p. 5-6.

11 Much of the material in this section is drawn from
Hugo M. Kaufmann and Stephen Overturf, “Progress Toward
a European Monetary Union,” paper presented at the
European Community Studies Association Biennial
Conference, “The Challenge of a New European
Architecture: Implications for the European Community’s
Internal and External Agendas,” George Mason University,
May 1991.
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System. National governments would, however, retain
some discretion and responsiblity for monetary policies.
The final stage would sée the “EuroFed” undertaking all
monetary responsibilities and the irrevocable locking of
member currencies. Whereas the Delors Report claims
that this latter step does not necessitate the introduction of
a single currency, it would create essentially the sam
thing. -
Clearly, these last two stages will usurp fiscal and
monetary policymaking by sovereign member states
and will be controversial up until the end of the
process.}2  However, EC leaders agreed on June 29,
1991, to work toward approving a new treaty on EC
political union and economic and monetary union by
the next EC summit, scheduled for December 1991 in
Maastricht, the Netherlands. There, EC members
approved the Treaty of European Union, which set the
framework for a single European currency to be
established by January 1, 1999, and for an independent
European Central Bank. The treaty, which has now
been signed by the 12 member states, also gives the
European Parliament greater powers and promotes a
more unified foreign and defense policy within the EC
by allowing majority rule rather than unanimous
consent to all but certain vaguely defined “major”
initiatives. A compromise measure, which exempts the
United Kingdom, gives the EC greater say over
member-state labor law and social policy.

The primary focus of the Maastricht Treaty!3 is
stage II, the transition period before full monetary
union. This stage will begin on January 1, 1994, with
the establishment of the European Monetary Institute
(EMI), which will manage the national currency
reserves that EC central banks are supposed to transfer.
The president of the EMI will be from outside the EC
central banks, appointed by government leaders from
nominations by governors of the EC central banks.
The vice president will be selected from the current
governors. The purpose of the EMI is to strengthen the
coordination of monetary policies among the member
states and to study and develop the infrastructure and
procedures required for the conduct of single monetary
policy. The EMI will also nurture the development of
the ECU as an internationally respected currency.

During stage II, the currency composition of the
ECU will be frozen; countries agreed not to revalue
unilaterally their currency’s central bilateral exchange
rate against any other member state during this period.
By the end of stage II, all member states must have
changed any laws needed to give their national central

12 The United Kingdom has been particularly concerned
about EMU. For example, see “European Council,
Maastricht, December 9-11, 1991, Agreement on Political
Union and Economic and Monetary Union,” European
Report, No. 1728 (Dec. 11, 1991), Special Supplement.

13 Much of the remainder of this section, describing the

- new treaty, is drawn from U.S. Department of State

Telegram, “EMU or Bust: Irrevocable Single Currency
Process Put in Motion in Maastricht,” Dec. 1991, Brussels,
message reference No. 16333, and from European Report,
No. 1727 (Dec. 7 1991) and No. 1728 (Dec. 11, 1991).
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banks political independence; for example, France has
agreed to phase in the independence of the Bank of France
by January 1, 1997. It was agreed, in addition, that the
funding formula for the future European Central Bank
(ECB) will be based both on amember state’s population
and on its gross domestic product (GDP). The ECB will
form, together with the current national central banks, the
European System of Central Banks, whose primary
objective is to maintain price stability. This objective is
more likely to be achieved when monetary authorities are
independent of political institutions of either the member
states or the Community.

The first opportunity for EMU will come in 1996.
By December 31, 1996, the Council of Ministers will
consider reports on the progress towards EMU from
the EMI, the EC Commission, and the European
Parliament. The Council will then determine the
eligibility of the member states to join the common
currency on the basis of convergence criteria agreed to
at Maastricht. If a majority of member states meet the
criteria, those countries could begin stage III of full
EMU as early as 1997. Otherwise, only those countries
meeting the standards would adopt the new currency in
1999, with the others following later.

The convergence conditions are the following:

1. Acountry’s inflation rate for the past year must
not be more than 1.5 percentage points higher
than the average of the three lowest inflation

rates in the Community;

2. The government budget deficit must be no
greater than 3 percent of GDP;

3. Total government debt must be less than 60
percent of GDP;

4. The normal bilateral fluctuation margins of the
ERM must have been respected for at least the
past 2 years without any unilateral revaluation
of the bilateral central rate against any other
member-state currency; and

5. The average nominal long-term interest rate
must not be more than 2 percentage points
higher than the average of the three lowest such
rates in the Community.

If by the end of 1997 no date has been set for stage
111, the transition to a common currency will take place
automatically on January 1, 1999, applying to all
countries then meeting the convergence criteria. There
is no required minimum number of member states for
this step. As of now, only France, Denmark, and
Luxembourg meet the criteria.

The Goals of EMUM

To clarify the rationale for moving to EMU, in
October 1990 the EC Commission released a lengthy
analysis entitled “One Market, One Money,” intended

14 Much of the material in this section is drawn from EC
Commission, “One Market, One Money: An Evaluation of
the Potential Benefits and Costs of Forming an Economic
and Monetary Union,” European Economy, vol. 44 (Oct.
1990).

as a detailed cost-benefit analysis of forming an
economic and monetary union. This report identified 16
main mechanisms by which EMU would influence
economic efficiency, macroeconomic stability, or equity
among regions and countries within the EC.

Regarding efficiency and economic growth, the
report said that an EMU would eliminate exchange-rate ~
variability within the EC and would reduce
exchange-rate uncertainty against other currencies
thereby stimulating foreign direct investment in the
EC, would eliminate foreign exchange and
international payments transaction costs for trade
within the EC, would promote increased integration of
European energy and transportation markets through
enhancing opportunities for Cross-country investment,
and could boost long-term growth within the
Community by increasing business and consumer
confidence. ’

The EC Commission report set forth a goal of price
stability (low rates of inflation) as promoting real
economic growth. The report stated that price stability
within the EC would be enhanced after EMU if the
Central Bank had considerable political independence
(as agreed to at Maastricht) and were charged with
achieving price stability as its primary task. The report
argued that the costs of disinflation within the EC may
be minimized by a credible commitment to an
independent central banking system that could quickly
reduce expectations for future inflation and thereby
reduce future wage and price pressures.

- At the national level, the loss of the ability to rely
on monetary and exchange-rate policy implies that
fiscal policy will be the only available response to
country-specific disturbances. Whereas EMU will
mean that all profits from the issue of currency
(seigniorage revenues, or the difference between the
face value and the cost of the production of currency)
will be collected at the Community level, these profits
are to be retumed to the national economies in some
manner, so that on average there will be no effect. To
the extent that nominal interest rates within the EC are
reduced when inlation falls, the report asserts that
countries will experience reductions in their debt
service requirements and immediate reductions in
budget deficits.

Although member states will forgo the use of
nominal exchange-rate adjustments among themselves
after EMU, the report suggests that the economic cost
associated with this development should not be
exaggerated. First, the use of this instrument declined
in importance during the period of the ERM. Second,
the report argues that the 1992 market-integration
program  together with EMU will make
country-specific shocks less likely, and those that do
occur will be addressed by financial flows (both public
and private) rather than exchange-rate adjustments.
Third, the EC will retain the ability to make nominal
adjustments of the common currency against other
world currencies after EMU is complete. Finally, what
is most important in influencing a country’s
competitiveness and trade flows is not nominal
exchange-rate movements but rather real exchange-rate
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changes. The report points out that changes in real
rates, influenced by labor costs and inflation rates, will
still differ across member states and be somewhat
under the control of each country, determined in part by
fiscal policy.

Concerning the effects of EMU on the international
financial system, a common currency would no doubt
be more widely used as a unit of account for trade than
any of the separate European currencies are today.
According to the report, more universal use of a
common currency would save businesses in the EC
some transaction costs, provide some seigniorage
revenues for the Community, and reduce the
exchange-rate risk for EC firms competing in the world
market. The increased demand for the common
currency may imply some currency appreciation, which
would reduce the international competitiveness of
European firms but would also limit inflation in the
EC. However, neither of these impacts is expected to
be significant. In addition to strengthening the
Community’s presence in international forums, the
report suggests that replacing 12 separate voices with 1
should facilitate international coordination of financial
and economic policy.

From EMS to EMU

During much of the 1980s, the EMS was widely
viewed as reducing exchange-rate variability within the
EC and contributing to both a slowdown in inflationary
pressures in Europe and increased growth in trade,
production, and employment.!> However, more
recently, some observers have questioned these
successes. As noted in the New York Times of
December 8, 1991—

as Europe’s economies grew, the tough
anti-inflation  discipline of tying a country's
currency to the lead of Germany and its strict
Bundesbank caused little pain. But now, as most of
Europe is slowing economically and political and
economic leaders are thirsting for lower interest
rate}% to spur growth, the Bundesbank is saying
no.

Questions have been raised on two levels: (1)
whether the EMS has actually accomplished a
significant convergence in economic indicators and (2)
whether any convergence that has occurred has led to a
slowdown in European growth, rather than the
hoped-for alternative.

On the first question, Froot and Rogoff!7 note that
inflation differentials as measured by consumer price
indexes, though shrinking across most European
countries (whether or not in the ERM of the EMS),
have fallen most dramatically for the original eight

13 See, for example, Kaufmann and Overturf, “Progress
Toward a European Monetary Union.”

16 Jonathan Fuerbringer, “New Questions About
Monetary Union,” New York Times, Dec. 8, 1991, p. 19.

17 Kenneth A. Froot and Kenneth Rogoff, “The EMS, the
EMU, and the Transition to a Common Currency,” National
Iligugreau of Economic Research Working Paper No. 3684, Apr.

1.

members of the ERM.18 The average absolute annual
inflation differentials among these original eight ERM
members fell from 7.4 percent in 1980 to 1.6 percent in
1990 while falling for the other European countries from
6.9 percent in 1980 to 4.9 percent in 1990. Froot and
Rogoff also point out that the successful removal of
capital controls without creating instability in EC
currency markets suggests an evolving stabilizing
influence of the EMS.

However, Froot and Rogoff provide evidence that
divergences in price levels are in fact growing
(inflation-rate differentials are cumulating). This
evidence implies that real exchange-rate differentials
among the member states are growing and that
movements in their current accounts are taking
divergent paths. These researchers note that Italy, for
example, despite no exchange-rate adjustments since
1987, has experienced a cumulative 15-percent
increase in prices relative to Germany over that period,
along with an increase in its current account deficit
from 0.2 percent of GDP to 1.3 percent.

On the question of the growth-related implications
of monetary convergence, there are two views. The EC
Commission has taken the view that the reduced
volatility of nominal exchange rates will lower the
risks of investment in the EC and thereby raise the
long-run steady-state growth rate of the economy.!®
On the other hand, with Germany raising interest rates
because of inflationary pressures and the costs of
absorbing East Germany, exchange-rate stability
requires the other member states—France and the
United Kingdom, for example—to raise interest rates
as well or to keep them steady despite sluggish
economies.2’  This episode foreshadows similar
problems because EMU would imply the loss of the
monetary policy instrument to stimulate economic
growth within a particular member state.

Given the success of the EMS in terms of
stabilizing intra-EC exchange rates and monetary
policy, the need for EMU is not obvious.- An
alternative might be to keep the national currencies but
narrow over time the allowable range of fluctuations
around the central bilateral exchange rates. However,
the EMS has an inherent credibility problem that limits
the risk-reduction advantages of stable exchange rates;
there is no guarantee that in response to tomorrow’s
country-specific shock, a particular member state will
continue to honor the margins specified by the ERM.2!

18 Belgium, Denmark, France, Germany, Ireland, Italy,
Luxembourg, and the Netherlands.

1 EC Commission, “One market, One money,” p. 21.

2 Fuerbringer, “New Questions About Monetary Union,”
p. 19.

2 Of course, even with a single currency there is always
the possibility that a country—specific disturbance might be
so severe as to cause that member state to break from use of
the ECU and reintroduce its own currency. This possibility is
generally considered to be unlikely, especially once the
common currency is well established. See Richard J.
Sweeney, “Outlook for European Monetary Union: The
Message From Eastern Europe,” Contemporary Policy

Issues, vol. 9 (Oct. 1991), pp. 34-36. 46



Furthermore, even if bilateral exchange rates are
absolutely fixed, both consumers and businesses would
still have to pay the transactions costs to change
currencies for tourism and intra-EC trade,

Recently a number of economists have focused not
on the desirability of EMU, but on the transitional
problems of going from EMS to EMU (i.e., from stage
I to stage III of the Delors process). Sweeney? refers
to the instability sweeping Eastern Europe as a shock
that will continue to affect EC member  states
differently and create problems in the transition to
EMU, perhaps through readjustments in the bilateral
central rates of the ERM. Eichengreen? examines the
early history of the U.S. Federal Reserve System to
argue by analogy that stage II of the EMU process

contains- potential for instability, since member-state”

central banks retain considerable monetary autonomy

at a time when intra-EC nominal exchange rates are

fixed.  Although it has been recognized that
transnational control of the monetary system is

essential for stage III, Eichengreen sees the problem as

potentially severe in stage II because national

economies are becoming more and more

interdependent - but, monetary policy is largely

independent, being controlled by the national central

banks. Eichengreen argues for explicitly resolving all

1ssues of autonomy and control between the ECB and

the national central bank in advance of stage II.

Froot and Rogoff also suggest that stage II could be
a_serious source of instability. Using a somewhat
different analytical approach, they apply a model of
monetary policy, in which the reputation of a national
central bank regarding price stability is important. As
EMU gets closer, the national central bank has less
“reputation” to lose by devaluing the currency; and, as
citizens of that member state begin to expect such

behavior, which has inflati nary effects, they will push -
up waﬁg and price contracts. They explain in more

detail: <%

This temptation may become especially great as
currency union approaches. To the extent that
devaluations “improve the terms of  trade,
twelfth-hour devaluations hold out the prospect of a
final, unanswerable beggar-thy-neighbor gain: He
who devalues last, devalues best.

The EC Coin‘misSion has not ignored transitional

problems and potential instability along the way to full
EMU.ZEC Commissioners have noted that the bulk of

the costs of -adjustment to exchange-rate stability will

be borne in stage I, whereas the benefits will not be

fully realized until much later, in stage III, with full

2 Sweeney, “Outlook for European Monetary Union,”
pp. 20-38. o

 Barry Eichengreen, “Designing a Central Bank for
Europe: A Cautionary Tale From the Early Years of the
Federal Reserve System,” National Bureau of Economic
Research Working Paper No. 3840, Sept. 1991.

% Froot and Rogoff, “The EMS, the EMU, and the
Transition to a Common Currency,” p. 21. :

* EC Commission, “One Market, One Money,” p. 12.

EMU and a single currency. The EC Commission has
therefore argued for arelatively short stage II, during
which a central EC banking authority will be established
but without complete authority over the national central
banks.

Speculative attacks on individual currencies could
be of enormous power if financial markets are given -
any reason to doubt the commitment of the
authorities to defend the fluctuation margins of the

~ ERM. The transition will also have to manage

- Smoothly the change of monetary policy leadership
from one based on Germany to that of the
independent EuroF ed.26

Implications for the United States

Economic Theory Pertaining
to Monetary Integration
The Delors Report defined EMU in terms of both

_monetary union and €conomic union. Monetary union

éncompasses -total convertibility of currencies within
the EC, complete liberalization of capital flows, the
integration of the EC banking and financial markets,
and, most importantly, the irrevocable locking of
exchange-rate - parities among member states.2?
Economic union involves free movement of persons,
goods, services, and capital; enhanced EC-wide
competition policy; common structural change and
regional development policies within the Community;
and close macroeconomic policy coordination. The

- following discussion focuses on the monetary aspects

of EMU. The other aspects of economic union have

- already been widely discussed.

There is a well-established economics literature on
the concept of “optimum currency areas,” dating from
the work of McKinnon in the early 1960s.28 This

literature considered the question of how large a

geographic area should be established for trade using a
single currency. The conclusion of this work was that

labor and capital needed to be quite mobile across
“regions within the currency area; otherwise,

region-specific shocks could lead to serious costs,

* - especially those of unemployment.

The EC Commission has noted that labor mobility
within the Community is still quite limited; however,
the EC Commission suggests that the diversified
industrial structure of the Community, along with EC
regional assistance funds to cope with shocks, will
minimize this cost of the loss of the national

% Ibid., p. 26.

% While the latter does not absolutely require a single
currency, a consensus has been reached that simply agreeing
to fix exchange rates without adopting a single currency is
not an acceptable solution. Such an agreement allows for all

 the costs of a single currency without achieving many of the

benefits. There would remain a tremendous credibility
problem, since revaluations would be possible, so
exchange-rate risk would not be eliminated, and transaction
costs associated with currency exchange would persist.

2 Ronald I, McKinnon, “Optimum Currency Areas,”
American Economic Review, vol. 53 (Sept. 1963), pp.
717-725. ;a
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exchange-rate instrument. The EC Commission also
views the enhanced price stability and long-term
economic growth within the EC and the increased
likelihood of international financial coordination as
factors that argue in favor of monetary union.2?

Little research has been done on the effects of
EMU on U.S. interests. Given the apparent
commitment to accomplishing economic union, the
issues related to monetary union most relevant for U.,S.
firms concern the exchange-rate and trade effects of
moving away from a single EC market with numerous
national currencies participating in the ERM of the
EMS and towards a single EC market with a single
currency. EMU is likely to lead to the following
effects relevant to the United States:30

1. Reduced use of the dollar as a vehicle for trade
invoicing and asset holding in third markets in
favor of the ECU;

2 Because of reduced dollar use, increased
transaction costs and exchange-rate risks for
U.S. firms engaged in intemational trade
outside of Europe, but reduced transaction costs
and exchange-rate risks for U.S. subsidiaries
operating in Europe, implying enhanced
beneﬁtssgrom U.S. foreign direct investment in
the EC;

3. A small appreciation of the ECU, implying a
small depreciation of the dollar against major
trading partners, including the EC;

4. Some reduction of U.S. leverage in
international economic policy negotiations and
coordination, in favor of the EC; and '

S. Greater likelihood of economic policy
coordination among the major industrialized
economies.

The net effect on the United States is uncertain, as effects
3. and S. should have some positive impact, whereas the
others may imply negative results.

Effects on U.S. Trade, Production, and
Employment

Before discussing in more detail the possible
implications for U.S. firms of the five effects
- mentioned above, it is worth noting that to the extent
that EMU is viewed as “completing” the common
market, it will likely have a small adverse effect on

2 EC Commission, “One Market, One Money,” pp.
28-29.

30 These are derived in part from the discussion in ch. 7
of EC Commission, “One market, One money.”

31 For U.S. firms exporting widely to Europe, there may
be two offsetting effects. On the one hand, less trade is likely
to be invoiced in dollars, implying greater exchange-rate risk
and transaction costs. On the other hand, exporters will face
lower transaction costs of shifting sales among the 12
member states and reduced uncertainty of dealing with only
one European currency rather than the 11 currencies now
present (Belgium and Luxembourg considered as one).

U.S. exports to the EC. This effect can be
considered an enhanced customs union trade effect,
whereby the elimination of any frictions in trading
between EC member states will lead to a substitution
away from products produced by third parties, in
particular, the United States.32 A partial offset of the
customs union effect may be the reduced transaction
costs and reduced exchange-rate risk faced by U.S.
exporters to the EC in dealing only with one currency
instead of multiple currencies. Furthermore, there may
be increased opportunities for intra-EC trade by
EC-based U.S. subsidiaries.

The first effect noted above suggests a reduced role
for the dollar as an international unit of account. Such
a change has implications for U.S. debt servicing; to
the extent interest payments are made increasingly in
ECUs, enhanced risk is bome by U.S. borrowers,
effectively increasing the real burden of debt
repayment.33 If increased demand for ECUs implies
decreased world demand for dollar holdings, the dollar
may become somewhat devalued, with mixed effects
on the U.S. economy. On the one hand, a weaker dollar
implies improved international competitiveness and
increased exports and employment. On the other hand,
there is always the inflation risk from currency
depreciation, as imported final goods and components
will be relatively more expensive.

The effects on exchange-rate risk and transaction
costs of U.S. firms are also somewhat ambiguous. If a
greater share of U.S. exports become invoiced in ECUs
rather than dollars, both the transaction costs and
exchange-rate risk faced by U.S. producers would be
increased. However, at least some of this increase in
cost and risk will be offset by the willingness of EC
importers to pay somewhat higher prices than before,
since they will no longer face the costs and risks of
converting to a European currency. Furthermore, U.S.

~ exporters currently serving the entire EC market may
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